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Request for submissions 
This document sets out the Australian Energy Regulator’s (AER) draft decision for 
Jemena Gas Network (NSW) Ltd’s (Jemena) access arrangement proposal for the 
period 1 July 2010 to 30 June 2015. 

The AER will hold a forum on its draft decision for Jemena on 24 February 2010 in 
Sydney. This forum will be used by the AER to explain its draft decision to interested 
parties. 

Jemena must submit a revised access arrangement revision proposal responding to the 
AER’s draft decision by 19 March 2010. 

Interested parties are invited to make written submissions on issues regarding the draft 
decision and the consultants’ reports to the AER by 28 April 2010. The AER will 
consider all information it receives in the access arrangement review process, 
including submissions on the draft decision.  

Submissions can be sent electronically to nswactgas@aer.gov.au. 

Alternatively, submissions can be mailed to: 

Mike Buckley 
General Manager – Network Regulation North 
Australian Energy Regulator 
GPO Box 3131 
Canberra ACT 2601. 
 

The AER prefers that all submissions be made public to facilitate an informed and 
transparent consultative process. Submissions should be made with reference to the 
AER’s Access arrangement guideline (AAG) and the ACCC–AER information 
policy: the collection, use and disclosure of information (ACCC–AER Information 
Policy).1 These documents are available at www.aer.gov.au. Submissions will be 
treated as public documents unless otherwise requested. Parties wishing to submit 
confidential information are requested to submit this information as outlined in the 
AAG. 

All non-confidential submissions will be placed on the AER’s website. 

Copies of Jemena’s access arrangement proposal, relevant consultant reports and 
other relevant material are available on the AER’s website. 

Inquiries about this draft decision or how to make submissions can be made by email 
to nswactgas@aer.gov.au or by phone on (02) 6243 1233.

                                                 
 
1  ACCC and AER, ACCC–AER information policy: the collection, use and disclosure of information, 

23 October 2008. 

http://www.aer.gov.au/


 

 iv

Contents 
Request for submissions ............................................................................................... iii 

Draft decision ............................................................................................................... vii 

Amendments................................................................................................................ viii 

Shortened forms............................................................................................................. li 

Introduction................................................................................................................... lii 

1 Regulatory overview............................................................................................. 1 

2 Pipeline services .................................................................................................... 3 
2.1 Introduction.................................................................................................... 3 
2.2 Regulatory requirements................................................................................ 3 
2.3 Pipeline services............................................................................................. 4 

Part A – Total revenue (building block components)............................................... 13 

3 Capital base......................................................................................................... 14 

3.1 Introduction.................................................................................................. 14 
3.2 Regulatory requirements.............................................................................. 14 
3.3 Jemena’s proposal........................................................................................ 17 
3.4 Consultant’s report....................................................................................... 22 
3.5 Submissions ................................................................................................. 26 
3.6 AER’s analysis and considerations.............................................................. 31 
3.7 Conclusion ................................................................................................... 71 
3.8 Amendments required to the access arrangement proposal......................... 72 

4 Depreciation ........................................................................................................ 78 
4.1 Introduction.................................................................................................. 78 
4.2 Regulatory requirements.............................................................................. 78 
4.3 Jemena’s proposal........................................................................................ 79 
4.4 Submissions ................................................................................................. 81 
4.5 AER’s analysis and considerations.............................................................. 82 
4.6 Summary ...................................................................................................... 85 
4.7 Conclusion ................................................................................................... 86 
4.8 Amendments required to the access arrangement proposal......................... 86 

5 Rate of return...................................................................................................... 89 
5.1 Introduction.................................................................................................. 89 
5.2 Regulatory requirements.............................................................................. 89 
5.3 Summary of Jemena’s proposal ................................................................... 90 
5.4 Weighted average cost of capital ................................................................. 91 
5.5 Fama–French three-factor model................................................................. 95 
5.6 Risk-free rate.............................................................................................. 122 
5.7 Equity beta ................................................................................................. 124 
5.8 Market risk premium.................................................................................. 131 
5.9 Gearing ratio .............................................................................................. 132 
5.10 Debt risk premium ..................................................................................... 134 
5.11 Inflation forecast ........................................................................................ 140 
5.12 Summary .................................................................................................... 142 



 

 v

5.13 Conclusion ................................................................................................. 142 
5.14 Amendments required to the access arrangement proposal....................... 143 

6 Taxation............................................................................................................. 144 
6.1 Introduction................................................................................................ 144 
6.2 Regulatory requirements............................................................................ 144 
6.3 Jemena’s proposal...................................................................................... 144 
6.4 Submissions ............................................................................................... 144 
6.5 AER’s analysis and considerations............................................................ 145 
6.6 Conclusion ................................................................................................. 160 
6.7 Amendments required to the access arrangement proposal....................... 161 

7 Incentive mechanism........................................................................................ 166 
7.1 Introduction................................................................................................ 166 
7.2 Regulatory requirements............................................................................ 166 
7.3 Jemena’s proposal...................................................................................... 166 
7.4 Submissions ............................................................................................... 166 
7.5 AER’s analysis and considerations............................................................ 167 
7.6 Conclusion ................................................................................................. 168 
7.7 Amendments required to the access arrangement proposal....................... 168 

8 Fixed principles................................................................................................. 169 
8.1 Introduction................................................................................................ 169 
8.2 Regulatory requirements............................................................................ 169 
8.3 Jemena’s proposal...................................................................................... 169 
8.4 AER’s analysis and considerations............................................................ 170 
8.5 Conclusion ................................................................................................. 170 
8.6 Amendments required to the access arrangement proposal....................... 171 

9 Operating expenditure ..................................................................................... 172 
9.1 Introduction................................................................................................ 172 
9.2 Regulatory requirements............................................................................ 172 
9.3 Jemena’s proposal...................................................................................... 172 
9.4 Consultant’s report..................................................................................... 175 
9.5 Submissions ............................................................................................... 176 
9.6 AER’s analysis and considerations............................................................ 177 
9.7 Conclusion ................................................................................................. 223 
9.8 Amendments required to the access arrangement proposal....................... 223 

10 Total revenue .................................................................................................... 227 

10.1 Regulatory requirements............................................................................ 227 
10.2 Jemena’s proposal...................................................................................... 227 
10.3 AER’s analysis and considerations............................................................ 228 
10.4 Conclusion ................................................................................................. 229 
10.5 Amendment required to the access arrangement proposal ........................ 229 

Part B – Tariffs........................................................................................................... 231 

11 Demand Forecasts ............................................................................................ 232 
11.1 Introduction................................................................................................ 232 
11.2 Regulatory requirements............................................................................ 232 



 

 vi

11.3 Jemena’s proposal...................................................................................... 232 
11.4 Consultant’s report..................................................................................... 237 
11.5 Submissions ............................................................................................... 239 
11.6 AER’s analysis and considerations............................................................ 241 
11.7 Conclusion ................................................................................................. 250 
11.8 Amendments required to the access arrangement proposal....................... 250 

12 Tariffs–distribution pipelines .......................................................................... 253 
12.1 Introduction................................................................................................ 253 
12.2 Regulatory requirements............................................................................ 253 
12.3 Jemena’s proposal...................................................................................... 254 
12.4 Submissions ............................................................................................... 262 
12.5 Round table discussion on tariffs............................................................... 265 
12.6 AER’s analysis and considerations............................................................ 265 
12.7 Conclusion ................................................................................................. 279 
12.8 Amendments required to the access arrangement proposal and access 

arrangement information............................................................................ 279 

13 Tariff variation mechanism............................................................................. 282 
13.1 Introduction................................................................................................ 282 
13.2 Regulatory requirements............................................................................ 282 
13.3 Jemena’s proposal...................................................................................... 283 
13.4 Submissions ............................................................................................... 286 
13.5 AER’s analysis and considerations............................................................ 289 
13.6 Conclusion ................................................................................................. 302 
13.7 Amendments required to the access arrangement proposal....................... 302 

14 Non–tariff components..................................................................................... 319 
14.1 Introduction................................................................................................ 319 
14.2 Terms and conditions................................................................................. 319 
14.3 Queuing requirements................................................................................ 343 
14.4 Capacity trading requirements ................................................................... 345 
14.5 Extensions and expansions policy ............................................................. 347 
14.6 Terms and conditions for changing receipt and delivery points ................ 350 
14.7 Acceleration of review submission date triggers ....................................... 352 
14.8 Review dates .............................................................................................. 353 

A. Jemena submission on the Da, Guo and Jagannathan working paper ....... 354 

B. Confidential averaging period......................................................................... 361 

C. Self insurance.................................................................................................... 362 

D. Statement of costs ............................................................................................. 363 

E. Summary of non-tariff issues raised in submissions ..................................... 368 

F. Submissions ....................................................................................................... 384 
 



 

 vii

Draft decision 
The Australian Energy Regulator does not propose to approve Jemena’s access 
arrangement proposal as it is not satisfied that it meets the National Gas Rules’ 
requirements.2 The draft decision sets out the detailed reasons for this decision.3 

This decision also outlines the amendments (or nature of amendments)4 required to be 
made to the access arrangement proposal5 or the access arrangement information6 for 
the Australian Energy Regulator to approve the access arrangement proposal. 

Elements of the access arrangement proposal that do not requirement amendment are 
consistent with the national gas objective.7 
 

                                                 
 
2  NGR, r. 41 and r. 100. 
3  NGR, r. 59(4). 
4  NGR, r. 43(3) and r. 59(2). 
5  Jemena, Access arrangement proposal, August 2009. 
6  Jemena, Access arrangement information, August 2009. 
7  NGR, r. 100. 



 

 viii

Amendments 
Before the proposed access arrangement proposal can be accepted, Jemena must make 
the following amendments: 

Amendment 2.1: amend the access arrangement proposal to delete the definition of 
'Reference Service' in clause 1.1 of Schedule 3 and replace it with the following: 

Reference Service means the Ancillary Reference Services, the Legacy 
Services, the Haulage Reference Service, and, until the Meter Data Service 
Date, the Meter Data Service; 

Amendment 2.2: amend the access arrangement proposal to delete the definition of 
‘Reference Service’ in clause 1.1 of Schedule 1 and replace it with the following: 

Reference Service means: 

(a) the Ancillary Reference Services; or 

(b) the Haulage Reference Service; or 

(c) Legacy Services; or 

(d) the Meter Data Service. 

Amendment 2.3: amend the access arrangement proposal to include the following in 
clause 1.1 of Schedule 3: 

Ancillary Reference Service means the ancillary services described at H of 
Schedule 2 to the Access Arrangement. 

Amendment 2.4: amend the access arrangement proposal and the access arrangement 
information to reflect amendments 2.1–2.3. 

Amendment 2.5: amend the access arrangement proposal and the access arrangement 
information to specify the other terms and conditions on which the legacy services 
will be provided. 

Amendment 2.6: amend the access arrangement proposal to include the following in 
section 1.1 of Schedule 1: 

Legacy Service Agreement means an agreement between the Service 
Provider and the User for the provision of a Legacy Service. 

Amendment 3.1: amend the access arrangement information to delete Table 8.3 and 
replace it with the following: 

Table 3.14: Inflation rates for adjusting the capital base (%) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Inflation rates 2.80 3.25 2.96 3.69 1.50 
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Amendment 3.2: amend the access arrangement information to: 

 delete Table 8.4 and replace it with the following: 

Table 3.15: Roll forward of combined total capital base over earlier AA period  
2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10
Opening 
capital base 1945.3 2016.7 2116.1 2202.9 2246.2

Asset 
redundancies 2.1 0.0 0.0 0.0 0.0

Net capital 
expenditure 77.3 112.5 89.0 93.7 110.2

Depreciation 67.4 73.9 80.5 83.6 78.5
Reused 
redundant 
assets (end 
year) 

0.0 0.0 0.0 0.0 0.0

Closing 
capital base 1953.2 2055.3 2124.6 2213.0 2277.9

 

 

 delete Table 8.5 and replace it with the following: 

 

Table 3.16: Roll forward of Wilton to Wollongong trunk pipeline capital base over 
earlier AA period 2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10
Opening capital base 10.5 8.5 8.6 8.7 8.6
Asset redundancies 2.1 0.0 0.0 0.0 0.0
Net capital 
expenditure 0.0 0.0 0.0 0.0 0.0

Depreciation 0.2 0.2 0.2 0.2 0.2
Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0

Closing capital base 8.2 8.3 8.4 8.5 8.5
 

 delete Table 8.6 and replace it with the following: 

 



 

 x

Table 3.17: Roll forward of Wilton to Newcastle trunk pipeline capital base over 
earlier AA period ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening capital base 122.8 124.3 125.4 127.4 126.6 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.0 0.0 0.0 0.0 0.5 

Depreciation 2.4 2.5 2.5 2.7 2.7 

Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 120.4 121.8 122.9 124.8 124.4 

 

 delete Table 8.7 and replace it with the following: 

Table 3.18: Roll forward of NSW distribution system capital base over the earlier 
AA period 2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening capital base 1812.0 1883.9 1982.1 2066.8 2111.0 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 77.3 112.5 89.0 93.7 109.7 

Depreciation 64.8 71.3 77.7 80.7 75.6 

Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 1824.6 1925.1 1993.3 2079.8 2145.1 

 

Amendment 3.3: amend the access arrangement information to: 

 delete Table 7.1 and replace it with the following: 

Table 3.19: Forecast capital expenditure over the next AA period 2010–11 to 2014–15 
($m, real, 2009–10) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Total capital 
expenditure 110.6  114.1 114.0 119.9 117.3  575.9 

 

 delete Table 7.6 and replace it with the following: 
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Table 3.20: Forecast capital expenditure over next AA period 2010–11 to 2014–15 
($m, real, 2009–10) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Market expansion 57.0 68.3 73.2 68.8 64.9 332.2 

System reinforcement / 
renewal / replacement 33.2 29.9 27.5 27.9 28.4 146.9 

Non-system assets 20.4 15.9 13.3 23.2 24.0 96.8 

Total capital 
expenditure 110.6 114.1 114.0 119.9 117.3 575.9 

 

Amendment 3.4: amend the access arrangement information to: 

 delete Table 10.1. and replace it with the following: 

Table 3.21: Forecast depreciation over next AA period 2010–11 to 2014–15 
($m, nominal) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Total depreciation  88.2   96.7  104.9  112.1  122.0   523.8 

 

 delete Table 10.4 and replace it with the following: 

Table 3.22: Forecast depreciation over next AA period 2010–11 to 2014–15 
($m, nominal) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Wilton/Wollongong 0.2 0.2 0.2 0.2 0.2 1.1 

Wilton/Newcastle 2.7 2.8 2.9 2.9 3.0 14.3 

Distribution network 85.2 93.7 101.8 108.9 118.7 508.4 

Total 88.2 96.7 104.9 112.1 122.0 523.8 

 

Amendment 3.5: amend the access arrangement information to: 

 delete Table 8.8 and replace it with the following: 
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Table 3.23: Roll forward of combined total capital base over next AA period 2010–11 
to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 2332.8 2409.0 2483.2 2556.6 2634.3 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 106.2 111.1 116.7 126.3 126.5 

Depreciation 88.2 96.7 104.9 112.1 122.0 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 2350.9 2423.4 2495.0 2570.8 2638.9 

 

 delete Table 8.9 and replace it with the following: 

Table 3.24: Roll forward of Wilton to Wollongong capital base over next AA period 
2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 8.7 8.7 8.7 8.7 8.6 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.0 0.0 0.0 0.0 0.0 

Depreciation 0.2 0.2 0.2 0.2 0.2 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 8.5 8.5 8.4 8.4 8.4 

 

 delete Table 8.10 and replace it with the following: 
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Table 3.25: Roll forward of Wilton to Newcastle trunk pipeline capital base over next 
AA period 2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 127.5 128.8 130.0 131.1 132.8 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.9 0.8 0.8 1.4 1.4 

Depreciation 2.7 2.8 2.9 2.9 3.0 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 125.7 126.8 127.9 129.6 131.1 

 
 delete Table 8.11 and replace it with the following: 

Table 3.26: Roll forward of NSW distribution system capital base over next AA 
period 2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 2196.7 2271.5 2344.6 2416.9 2492.9 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 105.3 110.2 115.9 124.9 125.1 

Depreciation 85.2 93.7 101.8 108.9 118.7 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 2216.8 2288.1 2358.6 2432.8 2499.3 

 

Amendment 3.6: delete clauses 5(a) and 5(b) in the access arrangement proposal and 
clause 8.8 in the access arrangement information. 
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Amendment 4.1: amend the access arrangement information to delete Table 10.2 in 
the access arrangement information and replace it with the following: 

Asset Category Economic life (years) Remaining life (years) 

System assets   

 Trunk Wilton–Sydney  80 45.0 

 Trunk Sydney–Newcastle  80 49.1 

 Trunk Wilton–Wollongong  80 41.7 

 Contract Meters 20 8.9 

 Fixed Plant –Distribution  50 37.0 

 HP Mains  80 57.2 

 HP Services  50 25.5 

 MP Mains 50 28.1 

 MP Services  50 34.9 

 Meter Reading Devices 20 19.0 

 Country POTS 50 34.7 

 Tariff Meters  20 10.3 

Non-system assets   

 Building  48 20.9 

 Computers 5 0.0 

 Software 5 3.3 

 Fixed Plant  10 9.0 

 Furniture  10 0.0 

 Land  – 0.0 

 Leasehold Improvements  10 8.0 

 Low Value Assets 10 0.0 

 Mobile Plant  10 5.1 

 Vehicles  4 2.0 
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Amendment 4.2: amend the access arrangement information to replace the column 
headed ‘Remaining Asset Life’ of Table 10.3 with the following: 

 Remaining asset life (years) 

Trunk pipeline (Wilton–Sydney) 45.0 

Trunk Pipeline (Sydney–Newcastle) 49.1 

Trunk pipeline (Wilton–Wollongong) 41.7 

Distribution system  

County POTS 34.7 

Contract meters 8.9 

Tariff meters 10.3 

Meter reading devices 19.0 

Fixed plant 37.0 

HP mains 57.2 

MP mains 28.1 

HP Services 25.5 

MP services 34.9 
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Amendment 5.1: amend the access arrangement information to delete Tables 9-1 and 
9-4 and replace them with the following: 

Table 5.7: WACC parameters 

Parameter AER’s draft decision 

Nominal risk-free rate (%) 5.52a  

Inflation (%) 2.47b 

Real risk-free rate (%) 2.98a 

Equity beta 0.80 

Market risk premium (%) 6.50 

Debt risk premium (%) 4.32a 

Debt to total assets (gearing) (%) 60 

Nominal return on equity (%) 10.72a 

Nominal return on debt (%) 9.84 

Nominal vanilla WACC (%) 10.19a 

Gamma (utilisation of imputation credits) 0.65c 

a: These figures have been updated with data current to 23 December 2009, but  
 should be considered indicative only. They will be updated by the AER for the 

final decision (in accordance with the averaging period set out in confidential 
 Appendix B). 
b: This figure will be updated by the AER for the final decision using the latest 

data from the RBA statement of monetary policy. 
c: Gamma (utilisation of imputation credits) is considered in taxation chapter 6. 

Amendment 5.2: make all consequential amendments necessary in the access 
arrangement information to take account of, and reflect, amendment 5.1. 
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Amendment 6.1: amend the access arrangement information to delete the third, 
fourth and fifth paragraphs from section 9.4 and replace them with the following: 

JGN determines its building block revenue requirement using a post–taxation 
approach. It is therefore necessary to itemise "the estimated cost of corporate 
income taxation for [each] year" as a separate revenue building block 
consistent with rule 76(c). 

Amendment 6.2: amend the access arrangement information to include a discussion 
of the estimation of the taxation building block, i.e. using a post–taxation framework 
in section 9.4, and include a reference to appendix 9.3 of the access arrangement 
information. 

Amendment 6.3: amend the access arrangement information to delete section 9.6.1 
and replace it with the following: 
 
JGN proposes using a nominal vanilla WACC as follows: 
 

V
ER

V
DR n

e
n
d ×+×=WACC

 

where: 

n
dR  is the nominal return on debt 

n
eR  is the nominal return on equity 

D is total debt 

E is total equity 

V  is (D + E), i.e. total debt plus total equity. 

Amendment 6.4: amend the access arrangement information to delete section 9.7.8. 

Amendment 6.5: amend the access arrangement information to change the title of 
appendix 9.3 to "Taxation asset base". 

Amendment 6.6: amend the access arrangement information to delete section 1 and 
the introduction to section 2 in appendix 9.3. 

Amendment 6.7: amend the access arrangement information to delete the third dot 
point in section 2.2 in appendix 9.3 and replace it with the following: 

to determine the taxation written down value of each asset and hence the 
opening TAB for the regulatory capital base assets as at 1 July 1999. Where 
the taxation regime offered the option of prime cost (historic cost straight 
line) or diminishing value depreciation, JGN has used the prime cost method. 
The prime cost method was used to ensure consistency with approaches to 
taxation in past access arrangement periods. 



 

 xviii

Amendment 6.8: amend the access arrangement information to delete Table 2-1 in 
appendix 9.3 and replace it with the following, after calculating the initial taxation life 
and remaining taxation life: 

Table 2-1: JGN's opening TAB as at 1 July 1999 ($nominal) 

Asset Class Initial cost Initial 
taxation life 
(years) 

Remaining 
taxation life 
(years) 

Cumulative 
taxation 
depreciation 
to 1 July 
1999 

TAB 30 
June 1999 

Trunk Wilton–
Sydney 

65.5   65.3 0.2 

Trunk Sydney–
Newcastle 

84.0   77.3 6.7 

Trunk Wilton–
Wollongong 

13.2   13.2 0.0 

Contract meters 9.1   4.5 4.6 

Fixed plant – 
distribution 

23.0   20.0 3.0 

High pressure mains 239.4   201.6 37.8 

High pressure 
services  

3.7   2.7 1.0 

Medium pressure 
mains 

1143.8   739.0 404.8 

Medium pressure 
services 

348.0   199.8 148.3 

Meter reading devices 1.1   0.5 0.6 

Country POTS 4.2   2.5 1.8 

Tariff meters 115.2   60.7 54.5 

Building 4.1   0.5 3.7 

Computers 16.5   4.3 12.2 

Software 28.9   20.1 8.7 

Fixed plant 19.9   13.2 6.7 

Furniture 7.1   5.0 2.1 

Land 4.8   0.0 4.8 

Leasehold 
improvements 

5.6   0.1 5.5 
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Low value assets 0.0   0.0 0.0 

Mobile plant 5.5   3.5 2.0 

Vehicles 15.0   9.2 5.8 

Current building 1.0   0.5 0.5 

Current land 1.7   0.0 1.7 

Total 2160.3   1443.4 716.9 

 

Amendment 6.9: amend the access arrangement information to delete Table 2-2 in 
appendix 9.3 and replace it with the following: 

Table 2-2: TAB roll forward from 1999–2010 ($nominal) 

Asset Class TAB 1 July 
1999 

Depreciation Net 
Expenditure 

TAB 30 June 
2010 

Trunk Wilton–Sydney 0.2 0.2 0.1  0.1 

Trunk Sydney–Newcastle 6.7 6.7 0.3  0.3 

Trunk Wilton–
Wollongong 

0.0 0.0 0.0  0.0 

Contract meters 4.6 7.2 7.2  4.6 

Fixed plant – distribution 3.0 6.8 19.2  15.5 

High pressure mains 37.8 44.5 32.3  25.5 

High pressure services  1.0 1.1 0.3  0.2 

Medium pressure mains 404.8 439.5 105.1  70.4 

Medium pressure services 148.3 203.2 167.1  112.2 

Meter reading devices 0.6 1.8 3.4  2.2 

Country POTS 1.8 2.0 2.6  2.4 

Tariff meters 54.5 89.3 118.3  83.6 

Building 4.2 1.2 –0.4  2.5 

Computers 12.2 13.5 1.4  0.0 

Software 8.7 15.9 13.4  6.2 

Fixed plant 6.7 10.2 5.0  1.5 

Furniture 2.1 2.3 0.1  0.0 



 

 xx

Land 6.4 0.0 -1.9  4.6 

Leasehold improvements 5.5 1.9 1.3  5.0 

Low value assets 0.0 0.1 0.1  0.0 

Mobile plant 2.0 2.5 1.0  0.5 

Vehicles 5.8 20.8 16.5  1.5 

Total 716.9 870.6 492.5  338.7 

 

Amendment 6.10: amend the access arrangement information to delete Table 2-3 in 
appendix 9.3 and replace it with the following: 

Table 2-3: TAB roll forward from 2011–15 ($nominal) 

Asset Class TAB 1 July 
2010 

Depreciation Net 
Expenditure 

TAB 30 June 
2015 

Trunk Wilton–Sydney 0.1 0.5 2.6 2.2 

Trunk Sydney–Newcastle 0.3 0.6 2.7 2.4 

Trunk Wilton–
Wollongong 

0.0 0.0 0.0 0.0 

Contract meters 4.6 2.0 0.8 3.3 

Fixed plant – distribution 15.5 8.8 12.7 19.4 

High pressure mains 25.5 15.7 21.9 31.8 

High pressure services  0.2 0.2 0.6 0.6 

Medium pressure mains 70.4 46.5 97.1 121.0 

Medium pressure services 112.2 81.3 192.9 223.8 

Meter reading devices 2.2 1.1 1.4 2.4 

Country POTS 2.4 2.0 6.0 6.4 

Tariff meters 83.6 61.9 160.2 181.9 

Building 2.5 0.3 0.0 2.2 

Computers 0.0 0.0 0.0 0.0 

Software 6.2 27.3 89.9 68.8 

Fixed plant 1.5 1.8 1.9 1.7 

Furniture 0.0 0.0 0.0 0.0 
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Land 4.6 0.0 0.0 4.6 

Leasehold improvements 5.0 0.6 0.0 4.4 

Low value assets 0.0 0.0 0.0 0.0 

Mobile plant 0.5 0.5 0.6 0.6 

Vehicles 1.5 3.4 8.7 6.8 

Total 338.7 254.4 600.1 684.5 

 

Amendment 6.11: amend the access arrangement information to delete Table 2-4 in 
appendix 9.3 and replace it with the following: 

Table 2-4: Roll forward of TAB from 2011-15 ($nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening balance 338.7 402.9 468.8 535.5 610.2 

Add net capital 
expenditure 109.0 116.1 118.7 128.1 128.2 

Less depreciation 44.9 50.1 52.0 53.4 54.0 

Closing balance 402.9 468.8 535.5 610.2 684.5 

 

Amendment 6.12: amend the access arrangement information to delete all references 
to a gamma value of 0.2 and replace them with 0.65. 

Amendment 6.13: make all consequential amendments necessary to take account of 
and reflect amendments 6.1 to 6.12 including updating modelling inputs and 
calculations. 

Amendment 7.1: amend the access arrangement proposal to delete section 4.2 titled 
'Expansion incentive mechanism'. 

Amendment 7.2: amend the access arrangement information to: 

 delete the fourth bullet point in the introduction to chapter 11 

 delete the second paragraph in section 11.1 

 delete section 11.4 

 delete and replace the term ‘Section 11.4’ with ‘N/A’ in Table 11-1. 

 

Amendment 8.1: amend the access arrangement proposal to delete clauses 10.2 and 
10.3. 
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Amendment 9.1: amend the access arrangement information to delete Table 6-4 and 
replace it with the following: 

Table 9.11: Opex escalation factors for JGN (per cent, real) 

 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

EBA EGW labour 2.1 0.1 0.5 1.1 1.5 1.4 

Contract labour 2.1 0.1 0.5 1.1 1.5 1.4 

Aluminium –4.9 30.0 16.2 6.6 2.5 –2.4 

Steel –27.7 34.6 20.9 5.1 1.0 –1.0 

Polyethylene 0.0 0.0 0.0 0.0 0.0 0.0 

Concrete 0.0 0.0 0.0 0.0 0.0 0.0 

Amendment 9.2: amend the access arrangement information to delete the section 
titled ‘Carbon scheme’ on page 83. 

Amendment 9.3: amend the access arrangement information and access arrangement 
proposal to apply the escalation rates given in amendment 9.1 to the operating 
expenditure categories in the following proportions: 

Table 9.12: Application of real cost escalators to operating expenditure categories 
(%) 

 EBA labour Contract 
labour Concrete Other non-

labour 

JAM operating expenditure     

Direct JAM costs  63.7 33.8 2.5 0.0 

Other direct JAM costs  63.7 33.8 2.5 0.0 

Site remediation  0.0 0.0 0.0 0.0 

Indirect JAM costs  0.0 0.0 0.0 0.0 

JGN ESF costs (via JAM)  0.0 100.0 0.0 0.0 

IT  0.0 100.0 0.0 0.0 

Jemena operating expenditure     

Direct JGN costs  0.0 100.0 0.0 0.0 

Commercial group costs  0.0 100.0 0.0 0.0 

JGN ESF costs direct to JGN  0.0 100.0 0.0 0.0 
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Amendment 9.4: amend the access arrangement information to delete Tables 6-1, 6-6 
and 6-12 and replace them with the following: 

Table 9.13: Jemena's forecast operating expenditure ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Controllable costs       

Operating and maintenance 
(including items transferred from 
proposed capex)  

72.5 74.8 76.8 77.9 78.5 380.5 

Administration and overheads  21.8 21.9 22.1 22.4 22.7 111.0 

Marketing 6.5 6.5 6.5 6.5 6.5 32.5 

Sub total  100.8 103.1 105.4 106.8 107.8 523.9 

Non-controllable costs       

Government levies 3.1 3.1 3.1 3.1 3.1 15.5 

Unaccounted for gas 13.1 13.2 13.3 13.5 13.7 66.6 

Carbon costs  0.0 0.0 0.0 0.0 0.0 0.0 

Self insurance costs 0.0 0.0 0.0 0.0 0.0 0.0 

Debt raising costs 1.3 1.3 1.3 1.3 1.3 6.4 

Sub total 17.4 17.5 17.7 17.8 18.0 88.5 

Total operating expenditure 118.2 120.7 123.1 124.7 125.8 612.5 

Note: Jemena categorises its forecast operating expenditure into the major categories 
of operating and maintenance and non-operating and maintenance costs. The 
AER has classified Jemena’s forecast operating expenditure into the major 
categories of controllable and non-controllable costs. 

Amendment 9.5: amend the access arrangement proposal to delete section 1.2 
Emissions measurement and permit costs of schedule 8. 

Amendment 9.6: amend the access arrangement information to delete section 6.6.1 
Site remediation works (Confidential). 

Amendment 9.7: amend the access arrangement proposal to include a new section: 

Statement of costs 

For each 12 month period ending on 30 June during the Access Arrangement 
Period, Jemena must maintain records for: 

(a) Operating & Maintenance Opex—any costs paid by Jemena to Jemena 
Asset Management Pty Ltd (JAM) in relation to services provided under their 
asset management agreement (or any other replacement asset management 
services agreement); and 
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(b) Non Operating & Maintenance Opex—any costs directly incurred by 
Jemena in relation to providing pipeline services and not included in 
operating and maintenance opex. For example, without limitation, 
administration & overheads, government levies, marketing, unaccounted for 
gas, carbon costs, and insurance.  

An indicative breakdown of these fees and costs and the information to be 
maintained for each item is set out in Schedule 10. Jemena must provide this 
information for the fees and costs to the Relevant Regulator as part of its 
proposed revisions to this Access Arrangement under clause 1.6 of the Access 
Arrangement. 

Further, for each 12 month period ending on 30 June during the Access 
Arrangement Period, Jemena must also maintain:  

(a)  Details of JAM’s efficiency targets for the period as set out in the Asset 
Management Plan;  

(b) Details of actual costs achieved against budgets set at the 
commencement of the relevant period; 

(c) Details of any JAM cost overruns that were authorised by Jemena 
during the period as being efficient, including the amount of the overrun and 
an explanation as to why it was authorised;  

(d) Details of JAM’s performance in regards to the risk & benefit sharing 
mechanism (RBSM) during the period, including service level performance 
against the pre determined threshold; and 

(e) The basis upon which the performance margin for JAM was calculated 
and applied for the period.  

Jemena must provide this information to the Relevant Regulator as part of its 
proposed revisions to this Access Arrangement under clause 1.6 of the Access 
Arrangement. 

Amendment 9.8: amend the access arrangement proposal to include a new 
schedule 10, which will set out the information contained in Appendix D of the draft 
decision.
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Amendment 10.1: amend the access arrangement information to delete Table 12.1 
and replace it with the following: 

Table 10.3: Forecast total revenue requirements for the access arrangement 
($m, real, 2009–10, unless otherwise stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Return on capital 231.6 233.5 234.9 236.3 237.5 

Depreciation 29.9 35.5 40.6 44.4 50.4 

Operating and maintenance 118.2 120.7 123.1 124.7 125.8 

Corporate income taxation 10.3 10.8 11.1 11.6 12.4 

Incentive mechanism 
payments na na na na na 

Total  390.0 400.4 409.7 417.0 426.1 

X factor tariff revenue (%) a       

Haulage reference service 
(%) –1.23b –1.96 –1.96 –1.96 –1.96 

Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

Meter data service (%) –42.49 0.0 0.0 0.0 0.0 

a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0 for the volume haulage reference service. 

 

 

 

Amendment 11.1: amend the access arrangement information to delete Table 5-11 
and replace it with the following: 

June years 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

Total load 
(TJ) 

       

Residential 23 041 21 381 22 073 22 650 23 354 23 809 24 146 

Business 11 946 12 850 12 894 13 214 13 450 13 752 14 029 

Total 
volume 
customers 

34 987 34 231 34 967 35 864 36 804 37 561 38 175 

Demand 65 618 65 409 65 870 66 330 66 791 67 252 67 713 
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Customers 

Total load 100 605 99 640 100 837 102 194 103 595 104 813 105 888 

Customer 
numbers 

       

Residential 1 021 412 1 049 749 1 076 880 1 115 666 1 156 343 1 191 645 1 222 988 

Business 31 198 30 869 30 876 31 083 31 492 32 110 32 677 

Total 
volume 
customers 

1 052 610 1 080 618 1 107 756 1 146 749 1 187 836 1 223 755 1 255 664 

Demand 
customers 

414 423 424 424 424 425 426 

New 
network 
connections 

       

New 
estates and 
high rise 

17 095 21 280 26 954 31 565 33 655 28 495 24 768 

Electricity 
to gas 

4988 5215 6273 7220 7022 6807 6575 

Total new 
residential 

22 083 26 495 33 227 38 786 40 678 35 302 31 342 

Small 
business 

881 975 1075 1175 1251 1335 1410 

Demand 
customers 

3 3 3 3 3 3 3 

HDD index 
standard 

       

HDD index 486 483 480 477 474 471 468 

Average 
residential 
load per 
year (GJ) 

       

Existing 
customers 

22.3 21.1 20.9 20.6 20.4 20.2 20.0 

New 
estates and 
high rise 

20.3 19.7 19.9 20.0 19.8 19.4 19.1 

Electricity 
to gas 

15.7 15.2 15.5 15.7 15.7 15.6 15.6 

Average 22.3 20.6 20.4 20.1 20.0 19.7 19.4 
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load all 
residential 

Maximum 
daily 
quantity 
demand 
customers 
(MDQ) 

       

MDQ 
demand 
customers 

334.3 317.5 327.9 330.7 325.0 325.9 326.0 

 

Amendment 12.1: amend the access arrangement proposal to: 

 delete clause 3.6 (including 3.6 H and 3.6 I) 

 delete clauses 3.2(b), 3.2(d), 3.2(e) and 3.2(f) 

 delete clause 3.4(c)(iii) 

 delete clause 3.2(g) and replace it with the following: 

Where the Service Provider makes a change to a Reference Tariff at any time 
in accordance with this section 3 of this Access Arrangement, the Service 
Provider will publish a revised Reference Tariff Schedule on the Service 
Provider’s website which will take effect from the date specified in that 
revised Reference Tariff Schedule. 

 delete clauses 3.3(d), 3.3(e), 3.3(f), 3.3(g)(ii) and 3.3(i) 

 delete clause 3.4(a) and replace it with the following: 

The Service Provider will follow the procedures set out below in varying an 
existing Reference Tariff during the Access Arrangement Period. 

 delete clause 1.1 B(d) of schedule 2 – Initial Reference Tariff Schedule 

 make all consequential amendments to the access arrangement proposal and 
access arrangement information to reflect the above. 

Amendment 12.2: amend the access arrangement information to: 

 delete the following bullet point from section 14.1: 

removes perverse incentives at the volume/demand customer threshold by 
smoothing the pricing transition between these customer segments by 
introducing a minimum demand bill. 

 delete the three paragraphs under the heading titled 'Minimum demand bill' 
included in section 14.3.4. 
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Amendment 12.3: amend: 

 the access arrangement information (Jemena pricing model) to halve the demand 
forecasts for demand first response tariff classes that contain more than one 
customer. The quantities that are removed from the first response are to be 
allocated to appropriate demand coastal tariff classes 

 the access arrangement proposal to reduce the demand first response discount to 
25 per cent in clause 1.2 F (d) of schedule 2  

 the access arrangement information to reduce the demand first response discount 
to 25 per cent in section 14.3.4  

 the additional revenue recovered by Jemena as a consequence of the amendments 
in this amendment 12.3, must only be used to reduce tariffs for all coastal demand 
customers on an equal percentage basis.  

Amendment 12.4: amend: 

 the access arrangement proposal to remove the premium associated with the 
legacy services in section 2.4  

 the access arrangement information to remove the premium associated with the 
legacy services in section 13.3.2  

 the access arrangement proposal to include a reference tariff for legacy services in 
Schedule 2 – Initial Reference Schedule  

Amendment 12.5: amend the access arrangement proposal to delete the words 
'Reference Tariff Policy' in the heading of section 3 and replace them with 'Reference 
Tariffs and Reference Tariff Variation Mechanism'. Make any and all subsequent 
amendments necessary to reflect this change. 

Amendment 12.6: amend the access arrangement proposal to delete section 1.5 (b) of 
Schedule 3 and replace it with the following: 

If there is any inconsistency between section 3 of the Access Arrangement 
and the Reference Tariff Schedule, unless otherwise provided, section 3 of the 
Access Arrangement takes precedence. 
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Amendment 13.1: amend the access arrangement proposal to: 

 delete clause (b) of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following: 

The Initial Reference Tariffs are expressed in real 2010/2011 dollars 

 delete clause (e) of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following: 

In addition to setting out the Initial Tariff Classes and the Initial Reference 
Tariffs, the Initial Reference Tariff Schedule sets out and explains the tariff 
components and assignment criteria used in determining the availability of 
different Reference Tariffs. Prices are expressed in real 2010/11 dollars and 
are exclusive of GST. 

 delete the table in clause 1.2 F (a) of schedule 2 – Initial Reference Tariff 
Schedule and replace with it the following:
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Customer 
Type 

Tariff 
Class 

Unit Rate – dollars per GJ of Chargeable Demand  
per annum ($/GJ.CD.pa)  
Period ending 30 June 2011  
Prices are real 2010–2011 GST exclusive dollars 

  First 200 GJ of 
CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC-1 170.412 110.811 84.565 72.413 64.260 

 DC-2 189.309 122.149 92.123 78.082 68.039 

 DC-3 256.374 162.388 118.950 98.201 81.452 

 DC-4 423.002 262.365 185.600 148.189 114.777 

 DC-5 2266.074 1368.208 922.829 701.112 483.392 

 DC-6 86.324 60.359 50.929 47.187 47.442 

 DC-7 283.206 178.488 129.682 106.251 86.819 

 DC-8 584.319 359.156 250.127 196.585 147.041 

 DC-9 39.723 32.397 32.290 33.206 38.122 

 DC-10 134.705 89.387 70.282 61.701 57.118 

 DC-11 1784.139 1079.047 730.056 556.531 387.004 

 DC- 
Country 

Demand Capacity Rate for DC-Country is comprised of two components of 
demand charge; (i) the Capacity Distance Rate; and (ii) the Pressure 
Reduction Rate. See tables Capacity Distance Rate (cl F(b)), and Pressure 
Reduction Rate (cl F(c)) below. These charges will be calculated for each 
Delivery Point and expressed as a single rate $/GJ.CD.pa for billing 
purposes. 

 

 delete the table in clause 1.2F (b) of schedule 2 – Initial Reference Tariff Schedule 
and replace it with the following: 

 

Customer 
Type 

Tariff 
Class 

Distance Unit Rate – dollars per GJ of Chargeable Demand  
per annum per km ($/GJ.CD.pa per km)  
Period ending 30 June 2011  

Prices are real 2010–2011 GST exclusive dollars 

  First 200 GJ of 
CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC- 
Country 

39.723 23.834 15.889 11.917 7.945 
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Note:  Rates apply per km of the straight line distance from the relevant country 
receipt point rounded up to the nearest 0.5 km as determined by the Service 
Provider. 

 delete the table in clause 1.2 F (c) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer 
Type 

Tariff 
Class 

Pressure Reduction Unit Rate – dollars per GJ of Chargeable Demand 
per annum ($/(GJ.CD).pa) 
Period ending 30 June 2011 
Prices are real 2010–2011 GST exclusive dollars 

  First 200 
GJ of CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC- 
Country 

14.098 8.459 5.639 4.229 2.819 

 

 delete the table in clause 1.2 F (e) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer Type Tariff Class Demand Throughput Rate ($/GJ) 
Period ending 30 June 2011 
Prices are real 2010–2011 GST exclusive dollars 

  First 1667 GJ per 
month 

Next 2500 GJ per 
month 

Rest 

Demand DT 3.900 3.143 2.635 

 

 delete the tables in clause 1.2 F (f) of schedule 2 – Initial Reference Tariff 
Schedule and replace them with the following: 
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Customer 
Type 

Tariff 
Class 

 Standing Charge: $/pa per delivery station 
Charges based on Delivery Point MHQ 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

   MHQ < 
10 GJ/hr 

MHQ 10 
to < 50 
GJ/hr 

MHQ 50 
to <100 
GJ/hr 

MHQ 100 
to < 1000 
GJ/hr 

MHQ 
1000 
GJ/hr and 
greater 

Demand DC-1 to 
DC-11; 
DC-
Country; 
DCFR-1 
to DCFR-
11 

Single 
Run 

3,604.522 4,866.883 9,459.925 12,778.160 16,823.523 

  Double 
Run 

7,209.044 9,733.765 18,919.851 25,556.320 33,647.046 

 

Customer 
Type 

Tariff Class Standing Charge: $/pa per delivery station 
Charges based on Deliver y Point MHQ 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

  Charge per Delivery Station 
Charges based on meter capacity. 
Period Ending 30 June 2011. 
Prices are real 2010-2011 GST exclusive dollars 

Volume V-Coastal & 
V- Country 

For meters with capacity less 
than or equal to 6m3/hr 

Fixed Charge $29.934 pa 

  For meters with a capacity of 
greater than 6m3/hr 

Unit rate $0.330/GJ, subject to a 
minimum charge per billing period 
of: 

$XX per monthly billing period, or 
$XX per quarter billing period 

 

 delete the table in clause 1.2 F (g) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following:
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Customer 
Type 

Tariff 
Class 

Volume Throughput Rate ($/GJ) 
Period ending 30 June 2011 
Price are real 2010-2011 GST exclusive dollars 

 Block size 
(GJ per 
month) 

First 1.25 
GJ 

Next 1.5 
GJ 

Next 5.75 
GJ 

Next 75 
GJ 

Next 
333.5 GJ 

All 
additional 

 Block size 
(GJ per 
qtr) 

First 3.75 
GJ 

Next 4.5 
GJ 

Next 
17.25 GJ 

Next 225 
GJ 

Next 
1000.5 GJ 

 

Volume V-Coastal 10.489 6.036 5.801 5.674 4.935 3.759 

 V-
Country 

10.288 5.835 5.599 5.473 4.734 3.558 

 

 delete the table in clause 1.2 F (h) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer Type Tariff Class Standing Charge – dollars per annum 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

Volume V-Coastal & V-
Country 

51.591 

 

 delete clause 1.2 F (i) of schedule 2 – Initial Reference Tariff Schedule. 

 delete the table in clause 1.2 G (a) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer 
Type 

Tariff 
Class 

Meter 
Reading 
Cycle 

Meter Reading Charge- $ per annum per delivery station 
Prices are real 2010–2011 GST exclusive dollars 

   Period 
ending 30 
June 
2011 

Period 
ending 30 
June 
2012 

Period 
ending 30 
June 
2013 

Period 
ending 30 
June 
2014 

Period 
ending 30 
June 
2015 

Volume All 
Volume 
Tariff 
Classes 

Quarterly 4.46 4.46 4.46 4.46 4.46 

  Monthly 47.16 47.16 47.16 47.16 47.16 

Demand All 
Demand 
Tariff 
Classes 

Daily 
Meter 
Reading 

828 828 828 828 828 
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 delete the table in clause 1.2 G (b) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer 
Type 

Tariff 
Class 

Provision of On Site Data and Communications Equipment - $ per 
annum per delivery station 

Prices are real 2010-2011 GST exclusive dollars 

  Period 
ending 30 
June 2011 

Period 
ending 30 
June 2012 

Period 
ending 30 
June 2013 

Period 
ending 30 
June 2014 

Period 
ending 30 
June 2015 

Demand All Demand 
Tariff 
Classes 

1545 1545 1545 1545 1545 

 

 delete clause 1.2 H of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following (the figures that appear as XX in the table below have to be 
updated as a consequence of ancillary services being classified as reference 
services in amendments 2.1 – 2.4. The ancillary services tariff must be set in 
accordance with r. 93 and r. 94 of the NGR): 

Ancillary Fees 

The Ancillary Fees are set out in the table below. Prices are real 2010/2011 
dollars and are expressed exclusive of any GST: 

Fee Type Description Charge 

Request for service For time spent assessing 
requirements, collating 
information and responding to a 
User (or Prospective User) when 
the User (or Prospective User) 
requests a 
new/additional/changed Service, 
tariff assignment, authorisation 
of overruns or change in 
chargeable demand. 

XX, plus XX per hour after the 
first hour 

Special meter read For reads requested by a User 
rather than ordinary reads (for 
instance when the meter reader 
makes a special visit to read a 
particular meter out of the usual 
meter reading route or 
schedule). This service must be 
scheduled with a minimum 5 
day notice period. 

$XX  

Charge applies per meter read 

Temporary disconnection This charge covers the 
temporary disconnection of 
supply to a single Delivery 

$XX 

Charge applies per meter set 
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Point at the request of a User 
where temporary isolation of 
supply is required. A request for 
temporary disconnection is not a 
request to remove a delivery 
point from the User’s Service 
Agreement or Legacy Reference 
Services Agreement. The 
specific method of isolation will 
be at the discretion of the 
Service Provider to ensure the 
site is able to be left in a safe 
state. The charge also covers the 
cost of subsequent reconnection. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement.) 

Permanent disconnection This charge covers 
disconnection of supply to a 
single delivery point at the 
request of a User and where the 
User (on behalf of a Customer) 
also requests that the meter is 
not to be moved or removed. A 
request for permanent 
disconnection is also a request 
to remove a delivery point from 
the Users Service Agreement or 
Legacy Reference Services 
Agreement. The specific method 
of disconnection will be at the 
discretion of the Service 
Provider to ensure the site is 
able to be left in a safe state. A 
request for reconnection must be 
made as a new connection 
request. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement). 

$XX 

Charge applies per meter set 

Decommissioning and meter 
removal 

This charge covers permanent 
decommissioning of a network 
connection including the 
removal of the meter. A request 
to permanently decommission is 
also a request to remove a 
delivery point from the Users 
Service Agreement or Legacy 
Reference Services Agreement. 
The specific method of 
disconnection will be at the 

Charges applies per meter  

(i)  meters with a capacity of 
 less than or equal to 
 6m3/hr: $XX 

(ii)  meters with a capacity of  
 greater than 6m3/hr: 
 $XX 
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discretion of the Service 
Provider to ensure the site is 
able to be left in a safe state. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement). 

 

Amendment 13.2:  

 amend the access arrangement proposal to delete section 3.5 A and replace it with 
the following: 

The Service Provider will implement its CPI-X price path for the Financial 
Years commencing on or after 1 July 2011 using the Annual Tariff Variation 
Mechanism specified as the following formula: 

 

 

where: 

 

 

 

 

For all tariff x where i = 1,… n 

Where the tariff class has up to ‘y’ components where y = 1,…m 

Note: this side constraint formula applies to CPI changes only (and not cost 
pass throughs). 

Where the Service Provider has n Reference Tariffs, which each have up to m 
tariff components, and where: 

t is the Financial Year for which the tariffs are being set. For example for 
the 2011–2012 financial year, t = 2012; 

 is the proposed tariff for component y of Reference Tariff x in Financial 
Year t, i.e. the new tariff to apply in year t; 
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 is the tariff for component y of Reference Tariff x that is being charged 
at the time the notification is submitted to the AER for assessment. It is 
the tariff that applies in Financial Year t-1, i.e. the tariff that applies 
before the new tariffs come into effect; 

 is the quantity of component y of Reference Tariff x that was sold in 
Financial Year t-2; 

CPIt is defined in Section B; 

Xt is defined by the alignment of the Service Provider’s building block 
revenue requirement with the NPV of its forecast revenues and is 
determined to be: 

  –1.96% in 2011/12; 

  –1.96% in 2012/13; 

  –1.96% in 2013/14; and 

  –1.96% in 2014/15. 

 amend section 15.4.1 of the access arrangement information to: 

 delete Vt from the second formula 

 delete the last two paragraphs 

 delete the annual tariff variation events from Table 16–1 in the access 
arrangement information and update the list of pass through events in the table 
to take into account the AER's draft decision on cost pass throughs set out in 
this chapter 13. 

 amend section 16.1 of the access arrangement information to delete the last 
paragraph 

 amend the access arrangement information to delete section 16.4 and replace it 
with the following: 

JGN has considered the following criteria and information in order to 
determine which costs and events to propose as pass throughs and which are 
best included in JGN’s proposed opex forecasts: 

Can the event be reasonably foreseen? 

Are the details of the event firmly defined to enable JGN to establish 
confidently a cost forecast? 

Does a pass through already apply consistent with rule 97(3)(c) of theNGR? 

 delete section 16.5 of the access arrangement information 

Amendment 13.3: amend the access arrangement proposal to: 
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 delete section 3.5 C and replace it with the following: 

 (a) The Annual Tariff Variation Mechanism provides for annual 
adjustment in accordance with the approved price path (X factor) 
and for the variation of Reference Tariffs where there is an 
impact on the cost of providing Reference Services as a result of 
a cost pass-through event, the cost of which was not included in 
the amount of the Initial Reference Tariffs and price path. 

 (b) Cost pass–through events are: 

a Licence Fee Event; 

a Change in Tax Event; 

a Business Continuity Event; 

a Market Costs Event; 

a Declared Retailer of Last Resort (ROLR) Event; 

an Unaccounted for Gas (UAG) Adjustment Event;  

a General Pass Through Event, 

(any of which is a Cost Pass–Through Event) 

where: 

 “Licence Fee Event” means the annual cost incurred by the 
Service Provider as a result of any decision by the AER, IPART, 
AEMO, the Gas Market Company or any other relevant 
regulator, authority or State or Commonwealth Government 
which has the effect of changing or introducing any 
authorisation fee, licence fee or statutory charge imposed on the 
Service Provider which is related to the operation of the 
network. 

“Change in Tax Event” means: 

(i) a change in the way, or rate at which, a Relevant Tax is 
calculated including a change in the application or official 
interpretation of Relevant Tax); or 

(ii) the removal of a Relevant Tax or imposition of a new 
Relevant Tax. 

“Business Continuity Event” means any occurrence that may 
create, or may lead to, an interruption, disruption, loss and/or 
crisis in the Service Provider’s business for which the Service 
Provider does not have full insurance coverage as identified in 
the Service Provider’s Access Arrangement Information, 
including but not limited to, gas supply shortfall, tsunami, 
cyclone, pandemic illness and earthquake. 

“Market Costs Event” means any 

(i) decision made by the AER, or any other authority; 
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(ii) coming into force of any new statute, regulation, order, 
rule, subordinate legislation or other source of legal 
obligation on the Service Provider; 

(iii) change in any existing statue, regulation, order, rule, 
subordinate legislation or other source of legal obligation 
on the Service Provider; or 

(iv) change in any other document enforceable under any 
statute, regulation, rule or subordinate legislation; 

which occurs on or after 1 July 2010, which has the effect of: 

(v) imposing minimum standards (including network design, 
operational or safety standards) on the Service Provider 
that are new or different from those applying immediately 
before 1 July 2010; or 

(vi) substantially altering the manner in which the Service 
Provider is required to undertake any activity forming part 
of, or ancillary to, its Reference Services (including, but 
not limited to, rules governing the operation of 
competitive gas markets or a requirement that a party other 
than, or in addition to, the Service Provider be required to 
comply with the obligation of a Service Provider for the 
Network under the National Gas Law and National Gas 
Rules); 

such that the Service Provider incurs greater or lesser costs in 
providing the Reference Service than it did before the event 
occurred. 

“Declared Retailer of Last Resort (ROLR) Event” means the 
occurrence of an event whereby the Service Provider incurs 
materially higher or lower administrative costs as a result of an 
existing retailer for Customers being unable to continue to 
supply gas and those Customers being transferred to the 
declared retailer of last resort. 

  “UAG Adjustment Event” occurs when annual forecast UAG 
  costs are different to the actual UAG costs incurred for that year. 

  “General Pass Through Event” means any other pass through 
  event which occurs in the following circumstance:  

  1. An uncontrollable or unforeseeable event occurs during the  
  access arrangement period, the effect of which could not have  
  been prevented or mitigated by prudent operation risk   
  management. 

  2. The costs of the event are not already included in building  
  block revenue or reimbursed by a third party.  

  These events will be assessed at the time of application for  
  consistency with the relevant National Gas Rules criteria. For the 
  purpose of this definition, an event will be considered   
  unforeseeable if, at the time the Service Provider lodged its  
  access arrangement revision proposal, despite the occurrence of 
  the event being a possibility there was no reason to consider that 
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  the event was more likely to occur than not to occur during the  
  access arrangement period. 

(c) Subject to the AER’s approval, Haulage Reference Tariff s will be 
adjusted to pass through the costs of one or more of the Cost Pass-
Through Events, subject to each individual pass through event meeting 
the materiality threshold. The materiality threshold is defined: 

(i) for all Cost Pass-Through Events except Change in Tax Event 
and UAG Adjustment Event – at least 1 per cent of total revenue 
approved in the relevant year that a cost pass through cost is 
incurred; 

(ii) for Change in Tax event and UAG Adjustment Event – where 
the change in cost incurred is greater than the administrative 
costs of the Service Provider, users and the AER in making and 
reviewing the Variation Notice. The incurred cost of these events 
must be readily verified by documentation such as invoices or 
independently audited information. A Change in Tax Event or a 
UAG Adjustment Event which cannot be independently 
documented will be subject to the materiality threshold in 
paragraph (i). 

 delete section 3.5 D and replace it with: 

Calculation of the UAG Adjustment 

Reference Tariffs will be adjusted each year to account for the variation 
between the allowance for UAG included in the cost of service for the 
previous Financial Year in the Access Arrangement and the multiple of: 

(i) the latest forecast of gas receipts for the previous Financial Year; 

(ii) the forecast UAG level (2.34 per cent); and 

(iii) the actual average price per gigajoule paid for gas pursuant to the 
gas being purchased by the cheapest means (for example via an open 
tender, Short term trading market (STTM) or any other cheaper 
alternative). 

Reference Tariffs will be adjusted in the event that UAG is removed as a 
Network cost during the Access Arrangement Period. 

 delete section 3.5 E 

 delete section 3.5 F 

 delete section 3.5 G 

Amendment 13.4: amend section 3.4(b) in the access arrangement proposal to 
include a rounding convention. 

Amendment 13.5: amend section 3.4(d) in the access arrangement proposal to 
include a new paragraph (vi) stating: 

If it appears that any past tariff variation contains a material error or 
deficiency because of a clerical mistake, accidental slip or omission, 
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miscalculation or misdescription, the AER may change subsequent tariffs to 
account for these past issues. 

Amendment 13.6: amend: 

 the access arrangement proposal to delete section 3.4 (b)(i) and replace it with the 
following: 

Annual Variation of Reference Tariffs: Where the Service Provider proposes 
to vary the Haulage Reference Tariffs to apply from the start of the next 
Financial Year, it will submit a Variation Notice to the AER on the 15th of 
April or the next closest business day prior to the commencement of the next 
Financial Year. 

 the access arrangement proposal to delete section 3.4 (b)(ii) and replace it with the 
following: 

Variation of a Reference Tariff within a Financial Year: Where the Service 
Provider proposes to vary one or more Haulage Reference Tariffs within a 
Financial Year it will submit a variation notice to the AER at least on the 15th 
of April or the next closest business day, prior to the date upon which it 
intends to vary the amount of the Haulage Reference Tariff. 

 the access arrangement proposal to delete section 3.4(b)(iii) 

 the access arrangement proposal to delete section 3.4(b)(iv) and replace it with the 
following: 

Any proposed changes to Haulage Reference Tariffs submitted by the Service 
Provider under this Access Arrangement must comply with the Annual Tariff 
Variation Mechanism. 

 the access arrangement proposal to delete sections 3.4 (d)(i) and 3.4(d)(ii) and 
replace them with the following: 

(i) Within 30 Business Days of receiving the Service Provider’s Variation 
Notice, the AER will inform the Service Provider in writing of whether 
or not it has verified the proposed Haulage Reference Tariff and/or 
Haulage Reference Tariff Components in the Service Provider’s 
Variation Notice as compliant with the Annual Tariff Variation 
Mechanism. 

The 30 Business Day period may be extended for the time taken by the 
AER to obtain information from the Service Provider, obtain expert 
advice or consult about the notification. However, the AER must assess 
a cost pass through application within 90 Business Days, including any 
extension of the decision making time. 

 (ii) If the AER fails to provide the Service Provider with written 
notification of its decision within 30 Business Days (excluding any 
extension of time outlined in paragraph (i)) of receiving the Service 
Provider’s Variation Notice, the AER will be deemed to have approved 
the variation proposed in the Variation Notice. 

 the access arrangement proposal to delete section 3.4 (d)(v) and replace it with the 
following: 
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In relation to a Variation Notice relating to Haulage Reference Tariffs, in the 
event that the AER decides that any part of the proposal in the Variation 
Notice is not compliant for a new Financial Year t, then the AER may specify 
a variation that is consistent with the Annual Tariff Variation Mechanism. 

 the access arrangement proposal to delete section 3.4 (e) 

 the access arrangement information to delete the first sentence of section 15.4.2 
and replace it with the following: 

JGN will submit its annual reference tariff proposal to the AER for approval 
on the 15th of April or the next closest business day prior to the relevant 
financial year in which the proposed tariffs are to apply. 

Amendment 13.7: amend the access arrangement proposal to delete section 3.5 B and 
replace it with the following: 

Calculation of CPI adjustment 

For the purpose of the Annual Tariff Variation Mechanism, CPI for a 
particular Financial Year means: 

(a) for a Financial Year beginning after 1 July 2010: 

(i) the Consumer Price Index: All Group Index for the Eight State 
Capitals as published by the Australian Bureau of Statistics for 
the December Quarter immediately preceding the start of the 
relevant Financial Year; divided by 

(ii) the Consumer Price Index : All Group Index for the Eight State 
Capitals as published by the Australian Bureau of Statistics for 
the December Quarter immediately preceding the December 
Quarter referred to in paragraph (i), 

 (iii) minus one. 

(b) If the Australian Bureau of Statistics does not, or ceases to calculate 
and publish the CPI, then CPI will mean an inflation index or measure 
agreed between the AER and the Service Provider. 

Amendment 13.8: amend the access arrangement proposal to include a new 
paragraph (iv) in section 3.4(c): 

a statement to support the Gas Quantity inputs in the tariff variation formula. 
The statement must be independently audited or verified and the Quantity 
input must reflect the most recent actual annual quantities available at the 
time of tariff variation assessment. The actual Quantity should be provided as 
four quarters of Gas Quantity data reconciling to an annual total Quantity of 
Gas. 

Amendment 13.9: amend the access arrangement proposal to delete section 3.4 (c)(ii) 
and replace it with the following: 

an explanation as to how the proposal complies with the Annual Tariff 
Variation Mechanism supported by workings demonstrating how the 
proposed tariffs have been estimated using the existing tariffs as a reference. 
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Amendment 13.10: amend the access arrangement information so the cost pass 
though events described in section 16.6 are described and named according to the cost 
pass through categories set out in section 3.5 C (c) of the access arrangement 
proposal. 

Amendment 13.11: amend the access arrangement proposal to include a new 
paragraph (vii) in section 3.4(d): 

In making a decision whether or not to approve a Cost Pass-Through Event, 
the AER must take into account the following: 

A The costs to be passed through are for the delivery of pipeline services 

B The total costs to be passed through are building block components of 
total revenue 

C The costs to be passed through meet the relevant National Gas Rules 
criteria for determining the building block for total revenue in 
determining reference services 

D Any other factors the AER considers are relevant and consistent with 
the National Gas Law and National Gas Rules. 

Amendment 13.12: amend the access arrangement proposal to include a new 
paragraph (viii) in section 3.4(d): 

The Service Provider must provide to the AER a verification statement signed 
by an officer of the Service Provider stating that the financial impact of the 
Cost Pass-Through Event in a Variation Notice is net of any third party 
payments including insurer payments or reimbursements in connection with 
the event (including self insurance). The verification statement will also 
provide information about the financial impact of the event and any 
reimbursements or payments made by a third party in connection with the 
event. 

An application for a Change in Tax Event must be supported by information 
about the financial impact of the taxation change event from the relevant 
taxation or regulatory authority. An application for a UAG Adjustment Event 
must be supported by a statement verified by an independent auditor which 
sets out the actual gas throughput, the UAG charged to users and 
confirmation that the UAG was purchased at lowest cost of gas available at 
the time (for example, by an open competitive tender or in the STTM). 

Amendment 13.13: amend the access arrangement proposal to include a new 
paragraph (ix) in section 3.4(d): 

Tariffs will only change once a year on 1 July as a result of Change in Tax 
events and UAG Adjustment Events. 

Amendment 13.14: amend the access arrangement proposal to include a new 
paragraph (x) in section 3.4(d): 

Regardless of whether a Cost Pass-Through Event leads to tariffs increasing 
or decreasing, the Service Provider must notify the AER that a Cost Pass-
Through Event other than Change in Tax Event and UAG Adjustment Event 
has occurred no later than 90 Business Days after the costs of a Cost Pass-
Through Event have been incurred. 
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Amendment 14.1: amend the access arrangement proposal and access arrangement 
information to state the terms and conditions on which the ancillary services reference 
service will be provided. 

Amendment 14.2: amend the access arrangement proposal and access arrangement 
information to state the terms and conditions on which the legacy services reference 
service will be provided. 

Amendment 14.3: amend the access arrangement proposal to include the following 
new clause 17.7 in Schedule 3: 

In the event that the User reasonably forms the view that meter data 
information or a meter reading is incorrect, it shall notify the Service Provider 
of this in writing as soon as reasonably practicable stating the reason for their 
belief. The Service Provider undertakes to investigate the matter and advise 
the User of its findings without delay. 

Amendment 14.4: amend the access arrangement proposal to delete clause 2.2, 
section C(b) and replace it with the following: 

The Service Provider may seek the AER’s approval to amend the terms of the 
Reference Services Agreement during the Access Arrangement Period in 
accordance with Division 10 of Part 8 of the NGR. 

Amendment 14.5: amend the access arrangement proposal to delete clauses 2.2, 
section C(c) – 2.2, section C(f). 

Amendment 14.6: amend the access arrangement proposal to delete clause 1.4(b) of 
Schedule 3 and replace it with the following: 

the User agrees that such amendments will vary the terms of this Agreement 
effective 10 Business Days from the date of the written notice unless the User 
can demonstrate to the Service Providers' reasonable satisfaction that it is not 
able to comply with this timeframe in which case the Service Provider will 
grant a reasonable extension. 

Amendment 14.7: amend the access arrangement proposal to delete in clause 1.4 of 
Schedule 3 the following: 

 'or is deemed to have approved' 

 '(or a replacement of the Reference Services Agreement)'. 

Amendment 14.8: amend the access arrangement proposal to delete the words ‘by 
the Service Provider’ in clauses 10.1(a)(ii), 14.9(a) and 24.2(a)(ii)(B) of Schedule 3  
and replace them with the words ‘in accordance with the Variation Process outlined in 
Division 10 of Part 8 of the NGR.’  

Amendment 14.9: amend the access arrangement proposal to delete the words ‘by 
the Service Provider to the extent necessary to take account of the changed 
circumstances’ in clauses 1(c) of annexure 3 and 1(c) of annexure 4 of Schedule 3 and 
replace them with the words ‘in accordance with the Variation Process outlined in 
Division 10 of Part 8 of the NGR’. 
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Amendment 14.10: amend the access arrangement proposal to delete the last 
sentence of annexure 6 of Schedule 3 and replace it with the following: 

The Service Provider may amend this Annexure at any time in accordance 
with the Variation Process outlined in Division 10 of Part 8 of the NGR and 
will notify Users of any such amendments and publish the updated Annexure 
on its website. 

Amendment 14.11: amend the access arrangement proposal to delete the words ‘by 
the Service Provider’ in the definition of ‘Reference Tariff Schedule’ in clause 1.1 of 
Schedule 3. 

Amendment 14.12: amend the access arrangement proposal to include the following 
in clause 1.1 of Schedule 3: 

Variation Process means the mechanisms and timelines provided for or 
referred to in Part 8 of Division 10 of the NGR; 

Amendment 14.13: amend the access arrangement proposal to: 

 include in clause 4.7(b)(iv) of Schedule 3 the words ‘for the relevant Delivery 
Point’ after the words ‘Chargeable Demand’ 

 include in clause 4.7(c) of Schedule 3 the words ‘provide their reasons in writing 
and’ after the words ‘The Service Provider will’ 

 delete the word ‘following’ in clause 4.7(e)(ii) of Schedule 3 and replace it with 
the word ‘preceding’ 

 delete clause 4.7(e)(iii) of Schedule 3 

 delete clause 4.7(f) of Schedule 3 and replace it with the following: 

A reduction in Chargeable Demand pursuant to clause 4.7(e) will take effect 
from the first day of the calendar month immediately following the date of 
receipt of the complete Reduction Request.  

 delete the words 'either' and 'or 4.7(e)(iii)' from clause 4.7(g)(i) of Schedule 3. 

Amendment 14.14: amend the access arrangement proposal to delete clause 7.4 of 
Schedule 3 reads as follows and replace it with the following: 

(a)  The AEMO, or a relevant industry scheme, may provide a   
 mechanism for the Gas Balancing of Network Sections. The Service  
 Provider must implement any and all mechanisms as required by law. 

(b)  The Service Provider may implement a mechanism other than that  
 referred to in clause 7.4(a) if it reasonably considers that the   
 mechanism: 

  (i) meets the operational requirements of the Network  
   Section; and 
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  (ii) is not contrary to a provision of this Access Arrangement. 
 
(c)  The Service Provider must notify all Network Users: 

  (i)  if the Service Provider intends to implement a mechanism 
   under clauses 7.4(a) or 7.4(b), in which case the notice  
   will include:  

   (A)  the date on which the mechanism referred to in  
    clause 7.4(a) or 7.4(b) takes effect for the purpose of 
    this agreement; and 

   (B)  any technical conditions or arrangements reasonably 
    required by the Service Provider to facilitate  
    transition to a mechanism. 

  (ii)  if the Service Provider does not intend to implement a  
   mechanism other than that referred to in clause 7.4(a). 

(d)  Where a mechanism is implemented by the Service Provider and  
 notified to the Network User in accordance with clauses 7.4(a) and  
 7.4(c) and the mechanism is subsequently withdrawn, the Service  
 Provider will notify all Network Users that it has withdrawn the  
 mechanism. 

(e)  If the Service Provider implements a mechanism under clause 7.4(a): 

  (i)  the mechanism under clause 7.4(a) will operate to govern 
   the Gas Balancing of Network Sections: 

  (ii) neither Gas Balancing Annexure will apply; 

  (iii) the User must comply with the requirements of the  
   mechanism referred to in clause 7.4(a); 

  (iv)  the User and the Service Provider must comply with  
   clauses 7.5, 7.6 and 7.7 below. 

Amendment 14.15: amend the access arrangement proposal and the access 
arrangement information to reflect amendment 14.14.  

Amendment 14.16: amend the access arrangement proposal to include in clause 
7.5(a) of Schedule 3 the following words after ‘clause 7.4(a)’: 

And clauses 7.5(c)–(f) only apply insofar as the AEMO or a relevant industry 
scheme does not set out a timetable. 

Amendment 14.17: amend the access arrangement proposal to delete the reference to 
‘clause 7.5(a)’ in clause 7.5(c) of Schedule 3 and replace it with ‘clause 7.5(b)’. 

Amendment 14.18: amend the access arrangement proposal to delete the words 
‘and Indemnity’ from the heading of clause 9.1 of Schedule 3. 

Amendment 14.19: amend the access arrangement proposal to delete the words ‘1 
July 2009’ in clause 11.4(c)(v) of Schedule 3 and replace them with the words ‘1 July 
2010’. 
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Amendment 14.20: amend the access arrangement proposal to include after the 
words ‘at its own discretion’ in clause 15.6(a) of Schedule 3 the following: 

subject to the requirement that it must consult with the User to determine 
whether the User’s customer intends to increase load and/or change their 
pattern of usage such that a downgrade is no longer required. 

Amendment 14.21: amend the access arrangement proposal to: 

 include the following words after ‘Network at the User’s cost.’ in clause 16.1(c) 
of Schedule 3: 

An area will be considered unsuitable if it cannot be accessed without risk of 
personal injury or is of a type where it is reasonably foreseeable that 
measuring equipment will sustain damage.  

 include a new clause 16.1(d) in Schedule 3 to state: 

Where the Service Provider considers that clauses 16.1(b) or 16.1(c) may 
apply, it will provide the User with written notice stating the reasons why it 
considers clauses 16.1(b) or 16.1(c) apply and provide the User with a 
reasonable period of time within which to remedy the matter before taking 
action under clauses 16.1(b) or 16.1(c). 

Amendment 14.22: amend the access arrangement proposal to delete clause 16.3(a) 
of Schedule 3 and replace it with the following: 

estimate the Quantity of Gas delivered to that Delivery Point, by having 
regard to Gas consumption patterns for that Delivery Point, and render an 
invoice based on such an estimate; and/or 

Amendment 14.23: amend the access arrangement proposal to delete clause 16.3(c) 
of Schedule 3 and replace it with the following: 

after giving the User 1 Business Day’s written notice for safety issues, and 5 
Business Day’s notice for all other issues, replicate at a location accessible to 
the Service Provider, and at the User’s reasonable cost, the Measuring 
Equipment at the Delivery Point. 

Amendment 14.24: amend the access arrangement proposal to include at the end of 
clause 16.8 of Schedule 3 the following: 

Where the safe and reliable operation or the protection of the Network does 
not necessitate immediate action, the Service Provider will notify the User of 
any issue coming within the scope of clause 16.8 and outline its concern and 
state a reasonable period of time within which the User may rectify the issue 
before the Service Provider will take action at the User's cost. 

Amendment 14.25: amend the access arrangement proposal to include a new clause 
22.8(aa) of Schedule 3 that states: 

Where the Service Provider has undercharged or not charged a User, the User 
is not obliged to pay any additional charges to the extent that the User is 
precluded by law from recovering those charges from its customers. Where 
the Service Provider has overcharged a User, the User may seek to recover 
additional charges to the extent permitted by law and pass those charges 
through to its customers. 
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Amendment 14.26: amend the access arrangement proposal to delete the word ‘or’ 
where it first appears in clause 25.2(c)(i) of Schedule 3 and replace it with the word 
‘and’.  

Amendment 14.27: amend the access arrangement proposal to delete clause 27.3 of 
Schedule 3 and replace it with the following: 

If the User defaults in payment of any moneys payable under this Agreement, 
excluding payments disputed under clause 26.2, for a period of 7 Days after 
notification of the default then the Service Provider may, at the Service 
Provider’s sole discretion, either terminate this Agreement or cease to provide 
Service to any one or more Delivery Points by notice in writing, such 
termination or cessation to take effect 48 Hours after delivery of the notice 
and/or may call on the Security. 

Amendment 14.28: amend the access arrangement proposal to delete clauses 
15.12(b) and 24.3(b) of Schedule 3. 

Amendment 14.29: amend the access arrangement proposal to delete clauses 17.5 
and 17.6 of Schedule 3. 

Amendment 14.30: amend the access arrangement proposal to delete the following 
words from the definition of ‘Demand Customer List’ in clause 1.1 of Schedule 3: 

(or such other form determined by the Service Provider) 

Amendment 14.31: amend the access arrangement proposal to: 

 include the words ‘as outlined in rule 105(3) of the NGR’ before the full stop of 
the first sentence in clause 29.4(b) of Schedule 3 

 include the words 'An example might be, if the Service Provider would not receive 
at least the same amount of revenue it would have received before the change' as a 
third sentence in clause 29.4(b) of Schedule 3. 

Amendment 14.32: amend the access arrangement proposal to delete clauses 7(a)(i)–
(iv) and replace them with the following: 

(i) If Jemena proposes a high pressure pipeline extension of the covered  
 pipeline it must apply to the AER in writing to decide whether the  
 proposed extension will be taken to form part of the covered pipeline  
 and will be covered by this access arrangement. The application must 
 be made in accordance with clause 7(a)(ii). 

 For the purposes of this section 7, a high pressure pipeline extension  
 means a pipeline that exceeds one kilometre in length and is   
 proposed to be built to a postcode area previously not serviced by  
 reticulated gas. 

(ii) Jemena must apply to the AER under clause 7(a)(i) before the   
 proposed high pressure pipeline extension comes into service: 

  in writing; 
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  stating whether Jemena intends for the proposed extension to be 
  covered by the Access Arrangement; and 

  describing the high pressure pipeline extension and setting out  
  why the extension is being undertaken. 

(iii) Jemena is not required to advise the AER under clause 7(a)(i) to the  
 extent that the cost of the high pressure pipeline extension has   
 already been included in the calculation of Reference Tariffs.  

(iv) After considering the Service Provider's application, and undertaking  
 such consultation as the AER considers appropriate, the AER will  
 inform the Service Provider of its decision on the Service Providers'  
 proposed coverage approach for the high pressure pipeline extension. 

(v) The AER’s decision referred to in 7(a)(iv) above, may be made on  
 such reasonable conditions as determined by the AER and will have  
 the effect stated in the decision. 

 

Amendment 14.33: amend the access arrangement proposal to delete clause 7(b) and 
replace it with the following: 

Any extensions to and expansions of the capacity of the Network which are 
not high pressure pipeline extensions within the meaning of clause 7(a)(i) will 
be treated as part of the Network and covered by this Access Arrangement.  

Amendment 14.34: amend the access arrangement proposal to include the following 
new clause 7(bb): 

All extensions of low or medium pipelines and expansions of the capacity of 
the Network carried out by the Service Provider will be treated as covered 
under this Access Arrangement. No later than 20 Business Days following the 
expiration of its financial year, the Service Provider must notify the AER of 
all extensions of low or medium pipelines and expansions of the capacity of 
the Network during that financial year, including all expansions commenced, 
in progress and completed. The notice must describe each extension and 
expansion and set out why this was necessary. 

Amendment 14.35: amend the access arrangement proposal to include at the end of 
clause 7(c) the following: 

The Service Provider will notify the AER of any proposed surcharge to be 
levied on users of incremental services and designed to recover non-
conforming capital expenditure or a specified portion of non-confirming 
capital expenditure (non-conforming capital expenditure which is recovered 
by means of a surcharge will not be rolled into the capital base). 

Amendment 14.36: amend the access arrangement information to reflect 
amendments 14.32–14.35. 

Amendment 14.37: amend the access arrangement proposal to delete clause 13(b) of 
the Schedule 3 and replace it with the following: 

The User may not change a Receipt Point or a Delivery Point without the 
Service Provider’s prior written consent, which shall only be withheld on 
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reasonable commercial or technical grounds, and which may be given subject 
to reasonable commercial and technical conditions. An example might be, if 
Jemena would not receive at least the same amount of revenue it would have 
received before the change. 

Amendment 14.38: amend the access arrangement proposal to include the following 
new clause 1.8: 

The AER may require Jemena to revise its access arrangement for 
inconsistencies with changes to the terms and conditions of access between 
the approved access arrangement and the NGL or NGR.  

The revisions submission date stated in clause 1.6 of the access arrangement 
proposal will advance on the occurrence of a trigger event described below. 

For the purposes of this clause, a ’trigger event’ occurs if: 

(a) there is an amendment to the National Gas Law or the National Gas  
 Rules, or the National Energy Retail Law or National Energy Retail  
 Rules commence operation in NSW; or 

(b) the STTM does not operate as anticipated and the Access   
 Arrangement does not effectively accommodate the STTM; and 

(c) the AER provides Jemena with a notice stating that the circumstances 
 described in (a) or (b) are significant. An amendment or the  
 commencement in NSW of the National Energy Retail Law or   
 National Energy Retail Rules is significant if it affects or impacts  
 upon reference tariffs. 

The new review submission date will be the date 6 months from the date of 
the notice provided by the AER under this clause. 
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Shortened forms  
 

Shortened form Extended form 

access arrangement information Jemena Gas Networks (NSW) Ltd, Access 
arrangement information, 25 August 2009 

access arrangement period 1 July 2010 to 30 June 2015 

access arrangement proposal Jemena Gas Networks (NSW) Ltd, Access 
arrangement, 25 August 2009 

AER Australian Energy Regulator 

CPI consumer price index 

Code National Third Party Access Code for Natural Gas 
Pipeline Systems 

earlier access arrangement Access arrangement for 1 July 2005 to 30 June 

2010 inclusive 

earlier access arrangement period 1 July 2005 to 30 June 2010 inclusive 

IPART The Independent Pricing and Regulatory Tribunal 

Jemena Jemena Gas Networks (NSW) Ltd 

NGL National Gas Law 

NGR  National Gas Rules 
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Introduction 
Jemena network 
The Jemena Gas Networks (NSW) Ltd’s (Jemena) gas network provides gas to more 
than 1 050 000 of its users’ customers across Sydney, Newcastle, the Central Coast, 
Wollongong, and over 20 country centres including those within the Central 
Tablelands, Central West, Southern Tablelands and Riverina districts.8 

The Jemena gas network transports 66 petajoules (PJ) of gas per year to 414 large 
customers who each consumer more than 10 terajoules (TJ) per year and who account 
for 12 per cent of JGN’s revenue. Jemena transports 35 PJ of gas per year for users to 
supply the remaining 1 050 000 customers who provide 88 per cent of Jemena’s 
revenue.9 

Residential gas usage is mainly for home heating, water heating and cooking. 
Commercial premises use natural gas mainly for water heating, cooking and other 
commercial appliances. Industrial customers use gas as a source of energy for 
production processes and in some cases as feedstock for fertiliser or petrochemical 
products. 

The section of the network that services Sydney, Newcastle and Wollongong has four 
receipt points where Jemena accepts gas from: 

 the Moomba to Sydney Pipeline (MSP), owned by the Australian Pipeline Trust 
and APT Investment Trust (APA Group), which principally transports gas from 
Moomba in South Australia to Jemena’s Wilton receipt point 

 the Jemena owned Eastern Gas Pipeline (EGP) pipeline which transports gas 
produced in Bass Strait from the Longford plant in Victoria to: 

 Jemena’s Horsley Park receipt point 

 Jemena’s Port Kembla receipt point 

 the Sydney Gas Company (SGC) which injects coal seam methane at the Rosalind 
Park receipt point near Campbelltown. 

 There are 32 separate country receipt points for each of the country centres 
served by the Jemena gas network. All of the country receipt points are connected to 
the MSP or the Central West Pipeline.10 

The gas network consists of approximately 267 km of trunk mains, 143 km of primary 
mains, 1428 km of secondary mains and 22 596 of medium and low pressure 
pipelines. 

                                                 
 
8  Jemena, Access arrangement information, August 2009, p. 9. 
9  Jemena, Access arrangement information, August 2009, p. 13. 
10  Jemena, Access arrangement information, August 2009, p. 10. 
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Regulatory process: background 
The Jemena Gas Networks (NSW) Ltd access arrangement proposal, 25 August 2009 
(access arrangement proposal) submitted by Jemena11 in August 2009 is a revision to 
the access arrangement approved by the Independent Pricing and Regulatory Tribunal 
(IPART) in 2005.12 

The access arrangement proposal is the first to be assessed by the Australian Energy 
Regulator (AER) under the National Gas Law (NGL) and National Gas Rules (NGR). 
The access arrangement proposal is being considered under transitional provisions. 

Developments since commencement of earlier access 
arrangement 
The NSW gas network is owned by Jemena, formerly named AGL Gas Networks 
Limited, and Alinta AGN Ltd. In recent years, there have been a series of ownership 
changes of the Jemena gas network. Ownership of the Jemena gas network changed in 
October 2006 when Alinta Limited acquired the Australian Gas Light Company 
(AGL), including AGL Gas Networks Limited (AGLGN). The company was then 
renamed Alinta AGN Ltd. Ownership changed again on 31 August 2007 when 
Singapore Power International acquired a portion of Alinta’s assets including all 
shares in Alinta AGN Ltd. The company was subsequently renamed Jemena Gas 
Networks (NSW) Ltd.13 

Prior to the introduction of the NGL, gas distribution networks were regulated by 
states and territories and gas transmission pipelines were regulated by the Australian 
Competition and Consumer Commission (ACCC) under the National Third Party 
Access Code for Natural Gas Pipeline Systems (Code). The Code classified specific 
pipelines as either transmission or distribution pipelines. Jemena’s gas network was 
mainly classified as distribution pipelines, however, the Wilton to Newcastle 
(Northern trunk) and the Wilton to Wollongong (Southern trunk) were licensed as 
transmission pipelines under the Code. However, under a NSW Regulation the trunk 
pipelines14 were treated as distribution pipelines for the purposes of the Code until the 
commencement of the NGL. 

In April 2009 Jemena applied to the National Competition Council (NCC) to 
reclassify its two transmission trunk pipelines i.e. the Northern trunk and the Southern 
trunk as distribution pipelines under the NGL. The NCC approved Jemena’s 
application in June 200915, and going forward the trunk pipelines are classified as 
distribution pipelines. 

Preparations are underway for the introduction of the Short Term Trading Market 
(STTM). This will facilitate the settlement of wholesale gas sales to Jemena’s 
distribution network, servicing Sydney, Wollongong, Newcastle and the Central Coast 
                                                 
 
11  Jemena, Access arrangement proposal, August 2009. 
12  IPART, Revised access arrangement for AGL Gas Networks, April 2005. 
13  Jemena, Access arrangement proposal, August 2009, p. 15. 
14  Jemena, Access arrangement information, August 2009, p. 16. 
15  National Competition Council, Jemena pipeline reclassification, 29 June 2009. 
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by treating them as a single market hub. The implementation of the STTM will result 
in users being indifferent to where gas is sourced. The STTM is intended to promote 
competition between gas sources and transporters of gas on transmission pipelines. As 
a consequence, Jemena proposes a hub pricing structure for the trunk pipelines based 
on block pricing for the use of gas. 

Pre-consultation process 
Prior to the receipt of Jemena’s access arrangement proposal in August 2009, the 
AER engaged in several meetings with Jemena in late 2008 and early 2009. These 
meetings mainly centred on the information required to support Jemena’s access 
arrangement proposal and agreement about various administrative processes during 
the review. The culmination of these meetings was the development of a regulatory 
information notice served on Jemena by the AER on 12 May 2009. In addition, 
Jemena and the AER discussed other administrative matters relevant to the review, 
including Jemena’s application to consolidate the four access arrangements into a 
single access arrangement to cover all of the covered pipelines of the Jemena gas 
network. 

On 25 August 2009, Jemena submitted its access arrangement proposal to the AER. 
The AER published Jemena’s access arrangement proposal on 15 September 2009 
and held a public forum on the proposal in Sydney on 23 September 2009.  

On 27 November 2009 the AER held a round table discussion concerning certain 
specific terms and conditions proposed in Jemena’s access arrangement proposal.16 
This was followed up by a round table discussion on 11 December 2009 about 
Jemena’s proposed tariffs and tariff structure.17 

The AER engaged the following consultants to assist in its consideration of the access 
arrangement proposal: 

 Wilson Cook to review the proposed capital and operating expenditure  

 ACIL Tasman (ACIL) to review the proposed demand forecasts  

 Access Economics to advise on the proposed labour cost escalators. 

Key considerations 
Substantive changes in Jemena’s access arrangement proposal include: 

 the structure of its reference tariff for demand customers, which has resulted in a 
change in the number and nature of tariffs and tariff classes 

                                                 
 
16  AER, Roundtable discussion of Jemena’s access arrangement proposal (2010–2015): terms and 

conditions, 27 November 2009, viewed 15 January 2010, 
<http://intranet.accc.gov.au/content/index.phtml/itemId/1116957>. 

17  AER, Roundtable discussion of Jemena’s access arrangement proposal (2010–2015): proposed tariffs and 
tariff structure, 11 December 2009, viewed 15 January 2010, 
<http://intranet.accc.gov.au/content/index.phtml/itemId/1121814>. 
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 the level of its network charges reflecting a higher cost of capital and increased 
capital expenditure and operating expenditure 

 the higher cost of capital of 11.21 per cent because of the use of the Fama–
French three-factor model (FFM) from a range of 8.14–9.03 per cent applying 
a Sharpe–Lintner capital asset pricing model (CAPM) approved by the IPART 
in the period 1 July 2005 to 30 June 2010 inclusive (earlier access arrangement 
period)  

 the higher projected capital expenditure increasing from $556.6 million in the 
earlier access arrangement period ($2009–10) to $885 million ($2009–10) in 
the period 1 July 2010 to 30 June 2015 inclusive (access arrangement period) 

 the higher operating expenditure increasing from $634 million ($2009–10) in 
the earlier access arrangement period to $735 million ($2009–10) in the access 
arrangement period. 

These issues are considered in detail in the draft decision. 

Outcome of AER’s review 
The AER does not approve Jemena’s access arrangement proposal as it is not satisfied 
that it meets the requirements specified in the NGR.18 The draft decision sets out the 
detailed reasons19 and the amendments (or the nature of the amendments)20 required 
to be made to the access arrangement proposal or Jemena Gas Networks (NSW) Ltd, 
Access arrangement information, 25 August 2009 (access arrangement information).  

Jemena proposed an average tariff increase for reference haulage services in the order 
of 34 per cent in 2010–11 to recover its proposed revenues of $466.8 million ($2009–
10). Following consideration of Jemena’s proposal, the AER has reduced the 
proposed revenue requirement to $390 million ($2009–10) resulting from reductions 
to Jemena’s proposed capital and operating expenditure and its proposed cost of 
capital. 

The total revenue established in the draft decision mean that volume haulage 
reference tariffs—the tariffs applying to the majority of customers—are proposed to 
increase by 1.23 per cent in real terms in 2010–11. The tariff changes for large 
demand customers will vary according to location within the network and may 
increase some locations. In the remaining years of the access arrangement period, 
haulage tariffs will increase annually on average by 1.96 per cent in real terms. These 
increases do not include the effects of cost pass throughs over the access arrangement 
period. 

                                                 
 
18  NGR, r. 41 and r. 100. 
19  NGR, r. 59(4). 
20  NGR, r. 43(3) and r. 59(2). 
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Next steps 
The AER has scheduled a forum on the draft decision for 24 February 2010 in 
Sydney. The AER will use this forum to explain the draft decision to interested parties 
and to obtain and consider comments from interested parties. 

Jemena may submit a revised access arrangement proposal and updated access 
arrangement information to the AER by 19 March 2010. 

Submissions on the AER’s draft decision and Jemena’s revised access arrangement 
proposal from interested parties are due by 28 April 2009. 

The AER expects to make a final decision by the end of May 2010. 

Structure of draft decision 
The AER’s consideration of Jemena’s access arrangement proposal and 
accompanying access arrangement information are set out as follows: 

 Introductory chapters outline the regulatory overview and pipeline services. 

 Part A outlines the key components of the total revenue building blocks including 
the capital base, depreciation, the rate of return, taxation, the incentive 
mechanism, fixed principles, operating expenditure and provides a summary of 
total revenue. 

 Part B outlines the demand forecasts, reference tariffs and tariff variation 
mechanisms. 

 Part C outlines the non-tariff components of the access arrangement proposal. 

Chapter summaries  

Pipeline services 
Jemena proposes to offer two reference services, a haulage reference service and a 
meter data service. The haulage service replaces reference services in the earlier 
access arrangement period including a capacity reservation service, managed capacity 
service, throughput service, multiple delivery point service, and a tariff service. 
Jemena does not propose a gas swap service as a reference service. Jemena also 
proposes to offer legacy services, which are reference services that were available in 
the earlier access arrangement period and are offered at a premium price during the 
access arrangement period.  

Jemena is required to amend its access arrangement proposal so as to specify ancillary 
services and legacy services as reference services. 
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Part A–Total revenue (building block components) 

Capital base 

Opening capital base 
Jemena proposes an opening capital base of $2366.9 million for the access 
arrangement period. Jemena’s estimation of the proposed opening capital base is 
summarised in Table 1. 

Table 1: Jemena's proposed opening capital base 

 2005–06 2006–07 2007–08 2008–09 2009–10 2010–11
Opening capital base 1965.5 2051.9 2132.3 2240.3 2282.1 2366.9
Add capital 
expenditure 86.3 118.7 99.7 97.5 113.6 

Add revaluation of 
assets 115.3 63.6 144.0 49.9 58.4 

Less depreciation 103.2 93.7 126.2 99.2 84.6 
Less capital 
contributions 6.2 4.3 7.8 6.0 3.6 

Less disposals 5.7 3.9 1.7 0.3 2.5 
Add reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 3.4 

Closing capital base 2051.9 2132.3 2240.3 2282.1 2366.9 
Source: Jemena, Access arrangement information, August 2009, p. 125. 

The AER proposes to approve an opening capital base of $2277.9 million by: 

 reducing capital expenditure by $4.6 million ($2004–05) due to the removal of 
mines subsidence 

 amending the depreciation values in line with those approved by the IPART 

 amending the methodology Jemena uses to adjust the capital base for inflation 

 removing $3.4 million for redundant assets. 

Projected capital base 
The AER does not consider that Jemena’s forecast capital expenditure of 
$885.2 million complies with r. 79 of the NGR. The total capital expenditure 
approved by the AER for the access arrangement period is $575.9 million  
($2009–10).  
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Table 2: Jemena's proposed and approved capital expenditure for 2010–2015 
($m, 2009–10, real) 

 2009–10 2010–11 2011–12 2013–14 2014–15 Total 

Market expansion       

Jemena proposed 64.7 75.6 80.7 76.8 73.2 371.0 

AER approved 57.0 68.3 73.2 68.8 64.9 332.2 

System 
reinforcement/ 
renewal/replaceme
nt 

      

Jemena proposed 82.7 71.4 69.0 69.9 88.0 381.0 

AER approved 33.2 29.9 27.5 27.9 28.4 146.9 

Non-system assets       

Jemena proposed 25.7 20.1 18.1 34.2 35.0 133.2 

AER approved 20.4 15.9 13.3 23.2 24.0 96.8 

Total capital 
expenditure       

Jemena proposed 173.1 167.1 167.8 180.9 196.2 885.2 

AER approved 110.6 114.1 114.0 119.9 117.3 575.9 

 

Jemena proposes a projected capital base of $3041.5 million, which is summarised in 
Table 3.  

Table 3: Jemena's projected capital base ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 2366.9 2503.8 2629.5 2756.2 2893.8 

Add capital expenditure 175.1 173.1 178.0 196.5 218.1 

Add revaluation of assets 58.2 61.4 64.5 67.7 71.2 

Forecast depreciation 89.4 100.2 109.9 120.7 135.8 

Capital contributions 4.0 6.4 3.5 3.3 3.2 

Disposals 3.0 2.3 2.4 2.5 2.7 

Closing capital base 2503.8 2629.5 2756.2 2893.8 3041.5 

Source: Jemena, Access arrangement information, August 2009, p. 127. 
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In addition to adjustments to forecast capital expenditure, the AER requires Jemena to 
amend the escalators it applies to estimate its proposed capital expenditure for more 
up-to-date forecasts and to remove any double counting of inflation. 

Further, Jemena is required to amend its approach of estimating inflation to adjust the 
capital base for inflation during the access arrangement period. 

Depreciation 

The AER approves Jemena’s methodology to estimate depreciation and considers the 
depreciation schedule meets the requirements of the NGR. 

Rate of return 

Jemena proposes the use of a pre-taxation nominal weighted average cost of capital 
(WACC) to determine the rate of return, including the use of the FFM to establish the 
return on equity. Jemena’s proposed WACC parameters results in a nominal vanilla 
WACC of 11.21 per cent.  

The AER requires Jemena to use a post-taxation framework for determining total 
revenue and the return on equity is to be estimated using the Sharpe–Lintner CAPM 
instead of the FFM. The AER requires Jemena to reduce the proposed nominal vanilla 
WACC to 10.11 per cent based on the amendments required to the nominal risk-free 
rate, equity beta and debt risk premium. The risk-free rate is determined based on the 
specified averaging period which will be updated by the AER closer to the final 
decision. The AER also requires Jemena to amend its inflation forecast. Table 4 
summarises the proposed and approved WACC parameter values. 
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Table 4: WACC parameters 

Parameter Jemena’s proposal AER’s draft decision 

Nominal risk-free rate (%) 5.60 5.52d 

Inflation (%) 2.38 2.47e 

Real risk-free rate (%) 3.15 2.98d 

Equity betaa N/A 0.8 

Market betab 0.59 N/A 

Growth betab 0.48 N/A 

Size betab 0.30 N/A 

Market risk premium c (%) 6.50 6.50 

Growth risk premium c (%) 6.24 N/A 

Size risk premium c (%) –1.23 N/A 

Debt risk premium (%) 5.04 4.32d 

Debt to total assets (gearing) (%) 60 60 

Pre-taxation nominal WACC (%) 12.63 N/A 

Nominal return on equity (%) 12.06 10.72d 

Nominal return on debt (%) 10.64 9.84d 

Nominal vanilla WACC (%) 11.21 10.19d 

Gamma (utilisation of imputation credits) 0.20 0.65 

Source:  AER analysis and Jemena, Access arrangement information, August 2009, 
p. 147.  

a: Equity beta is used in the CAPM but not used in the FFM. 
b: The FFM uses three beta values (market beta, growth beta and size beta) to 

predict equity returns not used in the CAPM. 
c: The FFM uses a market risk premium (MRP), a growth risk premium for high 

book-to-market firms, and a size risk premium for small firms compared to 
large firms whereas only MRP is used in the CAPM. 

d: These figures have been updated with data current to 23 December 2009, but 
should be considered indicative only. They will be updated by the AER for the 
final decision (in accordance with the averaging period set out in confidential 
appendix B). 

e:  This figure will be updated by the AER for the final decision using the latest 
data from the RBA statement of monetary policy 
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Taxation 

Jemena proposes using a pre–taxation framework.21 This approach does not use a 
taxation building block. Instead an effective taxation rate is estimated by analysing 
cash flows. The effective taxation rate is used to calculate a pre-taxation weighted 
average cost of capital which allows for the recovery of taxation costs. Estimating the 
effective taxation rate requires the establishment of a taxation asset base, which is 
established as at 1 July 1999 and rolled forward to 30 June 2010.22 Jemena proposes 
estimating taxation depreciation using the diminishing value method. 23 Jemena 
proposes to incorporate the value of imputation credits in estimating the effective 
taxation rate and proposes a gamma value of 0.2. 

The AER does not approve Jemena’s proposed pre-taxation framework nor does it 
approve the use of the diminishing value method to estimate taxation depreciation 
during earlier access arrangement periods. The AER requires the use of a post-
taxation framework and the calculation of depreciation during earlier access 
arrangement periods based on a straight line depreciation method. The AER requires 
Jemena to incorporate the value of imputation credits in calculating the taxation 
building block under a post-taxation framework. The AER does not approve Jemena’s 
proposed gamma value of 0.2 and requires it to use a gamma value of 0.65. 

Incentive mechanism 

Jemena proposes a ‘market expansion’ incentive mechanism. Under this mechanism, 
capital expenditure on network expansion into unreticulated areas is added to the 
speculative investment fund. If the capital expenditure is assessed by the AER to be 
conforming capital expenditure as defined in r. 79 of the NGR, it is not rolled into the 
capital base until five years after the commencement of the specific reticulation 
project.24 

The AER does not approve the proposed incentive mechanism. 

Fixed principles 

Jemena proposes a fixed principle requiring 18 months’ notification before the AER 
can revoke the direction requiring Jemena to consolidate its access arrangements for 
its four covered pipelines. The AER approves this fixed principle. 

Jemena also proposes fixed principles for its proposed annual tariff adjustment 
mechanism and proposed expansion mechanism. The AER does not approve these 
fixed principles. 

Operating expenditure 

Jemena proposes forecast total operating expenditure for the access arrangement 
period of $735.1 million ($2009–10), which is $101.4 million ($2009-10) or 16 per 

                                                 
 
21  Jemena, Access arrangement information, August 2009, p. 138. 
22  Jemena, Access arrangement information, appendix 9.3, August 2009. 
23  Jemena, Access arrangement information, appendix 9.3, August 2009, p. 5. 
24  Jemena, Access arrangement information, August 2009, pp. 161–163. 
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cent higher than the estimated operating expenditure in the earlier access arrangement 
period. 

The AER requires Jemena to reduce its forecast operating expenditure by 
$122.7 million ($2009–10, real) or 16.7 per cent to a total forecast operating 
expenditure of $612.5 million ($2009–10, real). This represents a decrease in real 
terms of approximately 3.4 per cent compared to the period 1 July 2005 to 
30 June 2010. 

Table 5 sets out Jemena’s proposed forecast operating expenditure and the AER’s 
draft decision for forecast operating expenditure. 

Table 5: AER's conclusion on Jemena's forecast operating expenditure 
($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Jemena proposed 
operating expenditure       

Controllable costs  115.4 115.6 119.5 123.1 127.5 601.0 

Non-controllable costs  18.8 22.9 29.7 30.8 32.0 134.2 

Total operating 
expenditure a 134.1 138.4 149.2 154.0 159.4 735.1 

AER draft decision 
operating expenditure       

Controllable costs  100.8 103.1 105.4 106.8 107.8 523.9 

Non-controllable costs 17.4 17.5 17.7 17.8 18.0  88.5 

Total operating 
expenditure a 118.2 120.7 123.1 124.7 125.8 612.5 

Source: Jemena, Access arrangement information, August 2009, Table 6–1, p. 75; 
Jemena, Access arrangement information, August 2009, Table 6-6, p. 84; 
AER analysis. 

a:  Totals may not add up due to rounding. 

Total revenue 

Jemena’s proposed total revenue requirement for each year of the access arrangement 
period and X factors are set out in Table 6. 
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Table 6: Jemena's proposed annual revenue requirements and X factors 
($m, real, 2009–10 unless otherwise stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Return on capital 302.2 311.4 319.5 327.7 336.7 

Depreciation 30.5 37.0 42.3 48.2 57.4 

Operating and maintenance 134.1 138.4 149.2 154.0 159.4 

Corporate income taxation na na na na na 

Incentive mechanism payments na na na na na 

Total  466.8 486.9 511.0 529.9 553.5 

X factor tariff revenue (%) a      

Haulage reference service (%) –34.3b –1.96 –1.96 –1.96 –1.96 

Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

Meter data service (%) –49b 0.0 0.0 0.0 0.0 

Source: Jemena, Access arrangement information, August 2009, p. 164, 201 and AER 
Public Forum, Jemena presentation, 23 September 2009, p. 23. 

na: Not applicable. 
a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0. 

The AER has estimated Jemena’s total revenue over the access arrangement period to 
be $2043.1 million ($2009–10, real) compared to $2548 million ($2009–10, real) 
proposed by Jemena, based on its assessment of this expenditure against the relevant 
criteria for the building block components. The approved forecasts and relevant 
X factors are summarised in Table 7. 
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Table 7: AER's conclusion on Jemena's annual revenue requirements and X 
factors ($m, real, 2009–10 unless otherwise stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Return on capital 231.6 233.5 234.9 236.3 237.5 

Depreciation 29.9 35.5 40.6 44.4 50.4 

Operating and maintenance 118.2 120.7 123.1 124.7 125.8 

Corporate income taxation 10.3 10.8 11.1 11.6 12.4 

Incentive mechanism payments na na na na na 

Total  390.0 400.4 409.7 417.0 426.1 

X factor tariff revenue (%) a       

Haulage reference service (%) –1.23b –1.96 –1.96 –1.96 –1.96 

Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

Meter data service (%) –42.49 0.0 0.0 0.0 0.0 

Smoothed revenue path 378.8 394.2 410.0 425.1 439.0 

Source: Table 6 is based on information from Part A of the draft decision.  
na: Not applicable. 
a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0 for the volume haulage reference service. 

Part B–Tariffs 

Demand forecasts 

Jemena’s demand forecasts for the access arrangement period are outlined in Table 8. 
These demand forecasts support Jemena’s proposed capital expenditure and operating 
expenditure forecasts. 

Table 8: Jemena's forecast demand and customer numbers for the access 
arrangement period (units as stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Volume Customers (no.) 1 107 756 1 146 749 1 187 836 1 223 755 1 255 664 

Volume load (TJ) 32 435 32 480 33 187 34 010 34 769 

Demand Customers (no.) 424 424 424 425 426 

Demand load (TJ) 63 590 64 149 62 570 62 829 62 933 

Total load 96 025 96 629 95 757 96 838 97 702 

Source: Jemena, Access arrangement information, August 2009, pp. 42–43, 69 and 
Jemena, Response to AER questions, 20 October 2009, pp. 2. 

no.: Number. 
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The AER does not consider that all of the assumptions underlying Jemena’s demand 
forecasts for volume and demand customers are adequately supported and it does not 
approve Jemena’s demand forecasts. The required amendments to Jemena’s demand 
forecasts are summarised in Table 9. 

Table 9: AER's draft decision demand forecasts and customer numbers for the 
access arrangement period (units as stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Total volume load (GJ) 34 967 35 864 36 804 37 561 38 175 

Total demand load (GJ) 65 870 66 330 66 791 67 252 67 713 

Total load (GJ) 100 837 102 194 103 595 104 813 105 888 

 

Reference tariffs  

Jemena proposes two reference services: the haulage service and meter data service. 
Jemena divides customers for the haulage service into 24 demand tariff classes and 
two volume tariff classes. In relation to demand customers, Jemena has introduced a 
capacity first response tariff for customers who meet certain requirements. 

The AER requires Jemena to delete the minimum bill requirement for demand 
customers, halve the demand forecasts for demand first response tariff classes that 
contain more than one customer, reduce the demand first response discount to 25 per 
cent, remove the premium associated with legacy services and remove provisions 
dealing with the introduction and withdrawal of reference tariffs. 

On average, all tariffs increase by 2.28 per cent in 2010–11 and by 1.96 per cent in 
real terms for each of the remaining years of the access arrangement period. These 
estimates do not take into account the impact of cost pass throughs. 

Tariff variation mechanism 

Jemena proposes the following tariff variation mechanisms for the haulage reference 
service: a tariff basket annual tariff variation mechanism and a cost pass through 
mechanism. The tariff basket annual tariff variation mechanism adjusts for changes in 
the consumer price index (CPI), as well as an adjustment factor which accounts for 
unaccounted for gas (UAG), weather variations, licence fee changes and other events. 
The adjustment factor is not subject to a materiality threshold. The cost pass through 
mechanism specifies a number of events including regulatory events such as the 
National Energy Customer Framework, National Gas Connections Framework, STTM 
and climate change policy. The cost pass through mechanism will be subject to a 
materiality threshold. 

Jemena proposes notification procedures for haulage reference tariff variations. 

The AER requires Jemena to amend its annual tariff variation mechanism to remove 
the adjustment factor for events other than CPI and the X factor. Jemena is also 
required to amend the proposed cost pass through mechanism, including the definition 
of some events. 
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The AER also requires Jemena to amend the proposed notification procedures for 
reference tariff variations. 

Part C–Non-tariff components 

Terms and conditions 

Jemena proposes a standard reference services agreement, which outlines the terms 
and conditions of access for the access arrangement period. 

The AER outlines a number of minor amendments to the terms and conditions of 
access, including changes to the reference services agreement. 

Queuing 

Jemena’s proposed queuing policy states that the order of priority of supply is 
determined on a first come first served basis volume requested and whether it is a 
reference service. 

Jemena has no obligation to include queuing requirements as its network is comprised 
of distribution pipelines. However, the AER has reviewed the queuing policy and 
proposes to approve it. 

Extension and expansion requirements 

Jemena proposes that all extensions and expansions will be taken to form part of its 
covered pipelines unless the AER declares otherwise. 

The AER considers that whether a particular extension should be covered under the 
access arrangement will depend on whether the extension relates to a high pressure 
pipeline or a medium or low pressure pipeline, and the AER has proposed 
amendments to reflect this requirement. The AER accepts that expansions of pipeline 
capacity should be covered under the access arrangement. 

Changing receipt and delivery points 

Jemena proposes that users may change receipt and delivery points with prior written 
consent. The AER approves Jemena’s proposal subject to some minor amendments. 

Acceleration of review submission date triggers 

Jemena’s proposal does not contain a trigger event. The AER requires Jemena to 
amend its proposal to include trigger events. 

Review dates 

Jemena proposes and the AER approves a review submission date of 30 June 2014 
and a revision commencement date of 1 July 2015. 
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1 Regulatory overview 
The Australian Energy Regulator (AER) is responsible for the economic regulation of 
covered natural gas distribution pipelines in all states and territories (except WA). The 
AER's functions and powers are set out in the National Gas Law (NGL) and the 
National Gas Rules (NGR). 

Jemena Gas Networks (NSW) Ltd’s (Jemena) access arrangement for 1 July 2005 to 
30 June 2010 inclusive (earlier access arrangement) is a transitional access 
arrangement in accordance with schedule 1 of the NGR. This means that the 
transitional arrangements set out in schedule 1 of the NGR apply to the review of 
Jemena’s access arrangement proposal dated 25 August 2009 (access arrangement 
proposal) for the period 1 July 2010 to 30 June 2015 (access arrangement period). 

1.1 National Gas Law 

The NGL states that when performing or exercising an economic regulatory function 
or power, the AER must do so in a manner that will or is likely to contribute to the 
achievement of the national gas objective. The national gas objective is: 

... to promote efficient investment in, and efficient operation and use of, 
natural gas services for the long term interests of consumers of natural gas 
with respect to price, quality, safety, reliability and security of supply of 
natural gas. 25 

The AER must take into account the revenue and pricing principles when exercising 
its discretion in approving or making those parts of an access arrangement relating to 
a reference tariff. The AER may also take the revenue and pricing principles into 
consideration in its performance or exercise of any other economic regulatory 
function or power where it considers this appropriate.26 

1.2 National Gas Rules 

The NGR sets out the provisions the AER must apply in exercising its regulatory 
functions and powers when making the draft decision on Jemena’s access 
arrangement proposal.  

1.3 National Energy Customer Framework 

The Ministerial Council on Energy Standing Committee of Officials released the 
Second Exposure Draft of the National Energy Customer Framework (NECF) on 27 
November 2009.27 The NECF includes completed rule provisions for the new gas 
connections framework.28 The details of the final framework, the timing of the new 
regulatory framework and transitional provisions that may apply are not yet finalised 
and it is uncertain what impact, the new framework might have on access 

                                                 
 
25  NGL, s. 23. 
26  NGL, s. 28. The revenue and pricing principles are set out in NGL, s. 24. 
27  Ministerial Council on Energy Standing Committee of Officials, Second Exposure Draft of the National 

Energy Customer Framework, viewed 15 January 2010, 
<http://www.ret.gov.au/Documents/mce/quicklinks/bulletins.html>, bulletin No. 170. 

28  Ministerial Council on Energy Standing Committee of Officials, Explanatory material, National Energy 
Customer Framework, second exposure draft, November 2009, attachment A, section a.1, paragraph 5. 
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arrangements. Rule 65 of the NGR allows variations of applicable access 
arrangements and is available to service providers if changes to the access 
arrangement are required following the introduction of the NECF. 
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2 Pipeline services 
2.1 Introduction 
Jemena submits that the access arrangement proposal consolidates the terms of access 
of its four covered pipelines29 by which it provided services in the period 1 July 2005 
to 30 June 2010 inclusive (earlier access arrangement period).30 The access 
arrangement proposal includes the reclassified Wilton to Newcastle (Northern trunk) 
and Wilton to Wollongong (Southern trunk) pipelines.31  

Jemena states that it proposes to offer two reference services, two non-reference 
services and legacy services.32 Jemena does not state whether its legacy services or its 
ancillary services33 are reference services or not. 

2.2 Regulatory requirements 
Rule 48(1) of the NGR provides that a full access arrangement must specify certain 
information for pipeline services, including reference services. Pipeline services 
include haulage services, interconnection services and ancillary services.34 Reference 
services are defined as pipeline services that are likely to be sought by a significant 
part of the market.35  

An access arrangement must: 

 identify the pipeline to which the access arrangement relates and a website where 
a description of the pipeline can be found  

 describe the pipeline services the service provider proposes to offer  

 specify the reference services 

 specify the reference tariff for each reference service.  

In addition, r. 101(1) of the NGR provides that a full access arrangement must specify 
all reference services.  

Rule 109(1) of the NGR provides that a scheme pipeline service provider must not 
make it a condition of the provision of a particular service to a prospective user that 

                                                 
 
29  These four pipelines are: (i) the NSW distribution system; (ii) the Central West distribution system; (iii) 

Wilton–Newcastle trunk; and (iv) Wilton–Wollongong trunk see Jemena, Access arrangement information, 
pp. 1–2; Jemena, Access arrangement proposal, clause 10.1; AER, Decision and statement of reasons, 9 
June 2009, p. 1. 

30  Jemena, Access arrangement information, pp. 1–2, 16. 
31  National Competition Council, Jemena pipeline reclassification: Final decision and statement of reasons, 

29 June 2009. 
32  Jemena, Access arrangement proposal, August 2009, pp. 5–9. 
33  Jemena, Access arrangement information, August 2009, pp. 172–173. 
34  NGL, s. 2. 
35  NGR, r. 101. 
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the prospective user accept another non-gratuitous service from the service provider, 
unless the bundling of services is reasonably necessary.  

2.3 Pipeline services 
The AER is satisfied that Jemena identifies the pipelines which are the subject of the 
access arrangement proposal and includes a reference to a website at which a 
description of the network can be inspected.36 This meets the requirements of 
r. 48(1)(a) of the NGR.  

Further, the AER notes that sections 13.4–13.5.3 of the Jemena Gas Networks (NSW) 
Ltd access arrangement information, 25 August 2009 (access arrangement 
information) set out a description of the pipeline services37 to be offered as required 
by r. 48(1)(b) of the NGR.38 

2.3.1 Reference services 

Jemena’s proposal 

Jemena proposes to provide two reference services: 

 a haulage service  

 a meter data service.39 

Jemena introduces a reference services agreement that contains the terms and 
conditions–but not the tariffs40–on which it will supply its reference services. Jemena 
submits that this forms a part of its access arrangement proposal.41  

Haulage service 
Jemena submits that its haulage service transports gas through the network to a single 
eligible delivery point for the use of a single customer.42 It submits that this service is 
required by its entire customer base and accordingly meets the requirements of 
r. 101(2) of the NGR and represents a reference service.43  

                                                 
 
36  Jemena, Access arrangement proposal, August 2009, pp. 1, 6. 
37  A ‘pipeline service’ is defined in s. 2 of the NGL as: 
 ‘(a) a service provided by means of a pipeline, including— 
  (i) a haulage service (such as firm haulage, interruptible haulage, spot haulage and backhaul);  

 and 
  (ii) a service providing for, or facilitating, the interconnection of pipelines; and 
 (b) a service ancillary to the provision of a service referred to in paragraph (a), 
  but does not include the production, sale or purchase of natural gas or processable gas’. 
38  Jemena, Access arrangement proposal, August 2009, pp. 168–173. 
39  Jemena, Access arrangement information, August 2009, pp. 168–170. Jemena, access arrangement 

proposal, August 2009, schedule 3, clause 3 regarding haulage and clause 17 regarding meter data services. 
40  See Jemena, Access arrangement proposal, August 2009, schedule 2, pp. 50–61. 
41  Jemena, Access arrangement proposal, August 2009, schedule 3, p. 62. 
42  Jemena, Access arrangement proposal, August 2009, p. 5. 
43  Jemena, Access arrangement information, August 2009, p. 169. 
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The haulage service supersedes the following six separate reference services provided 
by Jemena in the earlier access arrangement period: (i) tariff service; (ii) capacity 
reservation service; (iii) managed capacity service; (iv) throughput service; (v) 
multiple delivery point service; and (vi) gas swap service.44 Jemena submits that the 
six reference services reflected its traditional segmentation of the market and not tariff 
classes.45 Jemena submits that consolidating the six services into one haulage service 
aids administrative simplicity and reduces transaction costs.46  

Meter data reference service 
Jemena offers a meter data reference service.47 The meter data service provides meter 
reading and on-site data and communication equipment to a delivery point.48 Jemena 
will read the meter at a delivery point in respect of which a user (that is to say, a 
retailer or direct user) has entered into a reference services agreement agreement.49 

Jemena submits that because the meter data reference service is required by all users 
to measure the amount of gas taken, it meets the requirements of r. 101(2) of the NGR 
and represents a reference service.50  

Jemena submits that supply of its haulage service is conditional on users acquiring its 
meter data service.51 It submits that it is reasonably necessary to provide the meter 
data service as a non-gratuitous bundled service because meter reading and data 
processing are required to enable billing for the haulage service.52  

The reference services agreement provides that a request for Jemena’s haulage service 
will be deemed to also be a request for its meter data service.53 However, once the 
meter data service becomes contested54, Jemena will cease to offer the meter data 
service as a reference service55 but will continue to offer it56 under the terms of the 
reference services agreement.57 Jemena submits that bundling haulage and meter data 
reference services does not preclude their unbundled provision58 because any user can 
                                                 
 
44  Jemena, Access arrangement information, August 2009, pp. 173, 223. 
45  Jemena, Access arrangement information, August 2009, p. 168. 
46  Jemena, Access arrangement information, August 2009, p. 223. 
47  Jemena, Access arrangement information, August 2009, pp. 169–170. 
48  Jemena, Access arrangement information, August 2009, p. 169. 
49  Jemena, Access arrangement proposal, August 2009, section 2.2, clause B(b). The Reference Services 

Agreement forms schedule 3 to the access arrangement proposal (Schedule 3). 
50  Jemena, Access arrangement information, August 2009, p. 170. 
51  Jemena, Access arrangement proposal, August 2009, section 2 A(c), p. 6 states: ‘The Haulage Reference 

Service is only available where the Haulage Reference Service is taken in conjunction with the Meter Data 
Service (where the Service Provider provides the Meter Data Service as a reference service).’ 

52  Jemena, Access arrangement information, August 2009, p. 169. 
53  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 17.1(b), p. 52. 
54  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 1, see definition of ‘Meter Data 

Service Date’, p. 9. 
55  Jemena, Access arrangement proposal, August 2009, schedule 3, clauses 17.1(d)(iii) and 17.3, pp. 52, 55.  
56  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 17.3(b), p. 55. 
57  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 17.2, pp. 55–56. See also clause 

18 which applies where Jemena does not supply a meter data service or a user does not take Jemena’s 
meter data service. 

58  Jemena, Access arrangement information, August 2009, p. 169. 
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negotiate for access to a service and have recourse to binding dispute resolution 
process.59  

AER’s analysis and considerations 

Reference services 
A full access arrangement must specify all reference services.60 The term ‘Reference 
Service’ is defined in section 1 of Jemena’s reference services agreement as the 
haulage reference service and the meter data service. The meter data service only 
represents a reference service until it becomes contestable.61  

The AER is satisfied that the haulage reference service and the meter data reference 
service are likely to be sought by a significant part of the market and are reference 
services.62 The AER notes that the haulage reference service replaces multiple 
reference services in the earlier access arrangement. The AER is also satisfied that 
Jemena’s specification of the haulage and meter data reference services meet the 
requirements of r. 48(1)(c) of the NGR. 

Prohibition of bundling of services 
The AER is satisfied that it is currently reasonably necessary for Jemena to provide its 
haulage service in conjunction with the non-gratuitous meter reading service so that it 
can read meters, process data and bill for its haulage service.63  

2.3.2 Non-reference services 

Jemena’s proposal 

Jemena proposes two non-reference services:  

 the interconnection of embedded network services64 

 negotiated services.65  

Both of these services were offered in the earlier access arrangement period. Both of 
these services and the associated terms and conditions and tariffs are subject to 
negotiation66 between Jemena and prospective users.67  

                                                 
 
59  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 13.4, p. 169. 
60  A ‘reference service’ is defined in r. 101(2) of the NGR to be a pipeline service that is likely to be sought 

by a significant part of the market. 
61  See the definition of ‘Meter Data Service Date’ in Jemena, access arrangement proposal, August 2009, 

schedule 3, pp. 9. 
62  NGR, r. 101(2). 
63  Jemena, Access arrangement information, August 2009, p. 169. 
64  Jemena, Access arrangement proposal, August 2009, clause 2.3, section A, pp. 7–8. 
65  Jemena, Access arrangement proposal, August 20909, clause 2.3, section B, p. 8. 
66  Under chapter 6 of the NGL, a prospective user can seek a determination regarding a dispute over the 

terms and conditions of access to a pipeline service (including non-reference service) provided by means 
of a covered pipeline. 

67  Jemena, Access arrangement proposal, August 2009, clauses 2.3A and 2.3B, pp. 8–9. 
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Submissions 

EnergyAdvice Pty Ltd’s (EnergyAdvice) submission broadly supports the simplified 
reference services proposed by Jemena68 but notes that Jemena will not provide a 
trunk negotiated service.69 It requests a continuation of the trunk negotiated service.70 

The Independent Pricing and Regulatory Tribunal (IPART) required Jemena to 
include a separate trunk only negotiated service in the earlier access arrangement 
under section 3.2 of the National Third Party Access Code for Natural Gas Pipeline 
Systems (Code).71 

AER’s analysis and considerations  

The AER has no information before it to suggest that the interconnection of 
embedded network services or negotiated services are likely to be sought by a 
significant part of the market. In view of this, the AER does not consider that these 
services represent reference services within the meaning of r. 101(2) of the NGR. 

Conclusion 

The AER notes that Jemena proposes to consolidate its reference services but that it 
will retain a negotiated service. The issue of relevant tariffs and tariff classes for the 
reference services is considered in chapter 12.  

2.3.3 Ancillary services 

Jemena’s proposal 

Jemena submits that it undertakes certain activities for users that are ancillary to the 
reference services.72 Jemena levies ancillary fees for these services.73 These are: 

 requests for services—this relates to collating the information provided and 
writing a letter of offer to a user or prospective user when they request a new, 
additional or changed service 

 special meter reads—this relates to meter reading services requested by a user or 
prospective user rather than a regular meter reading service for billing purposes  

 temporary disconnections—this relates to the disconnection of meters at the 
request of the user and includes the subsequent reconnection charge 

 permanent disconnections—this relates to the disconnection of meters where the 
user requests that the delivery station not be moved or removed 

                                                 
 
68  EnergyAdvice, Joint submission to the AER on the Jemena gas networks (NSW) revised access 

arrangement – August 2009, 10 November 2009, p. 5 (EnergyAdvice, Submission to the AER, 
10 November 2009). 

69  EnergyAdvice, Submission to the AER, 10 November 2009, p. 9. 
70  EnergyAdvice, Submission to the AER, 10 November 2009, p. 10. 
71  IPART, Final decision: revised access arrangement for AGL Gas Networks, April 2005, p. 28. 
72  Jemena, Access arrangement information, August 2009, p. 12. 
73  Jemena, Access arrangement information, August 2009, p. 12. 



 

 8

 decommissioning and meter removals—this relates to the permanent 
decommissioning of a network connection where a request is made for the 
removal of aboveground gas infrastructure.74 

Submissions 

AGL Energy (AGL) submits that timeframes and service levels need to be included in 
the access arrangement regarding Jemena’s actioning, completion and notification to 
users.75  

AER’s analysis and considerations 

The AER notes that there is some ambiguity in Jemena’s access arrangement proposal 
and access arrangement information regarding the classification of ancillary services. 
Jemena refers to these services in terms of their charges–as ‘ancillary fees’76–and not 
as services in or of themselves. 

All of the proposed ancillary services except decommissioning and meter removal 
were included in the earlier access arrangement.77 The residential and business 
disconnection services provided in the earlier access arrangement period78 have been 
replaced with temporary and permanent disconnection services.79  

The AER notes that the IPART reviewed ancillary services as one of three types of 
‘other charges’—consisting of overrun charges, gas balancing charges and charges for 
ancillary services—in its review of the earlier access arrangement proposal under the 
Code.80 The AER considers that in responding to requests for services, providing 
special meter reads, providing temporary and permanent disconnection services, 
decommissioning, and carrying out meter removals81 Jemena is providing services 
ancillary to the provision of a pipeline service within the meaning of section 2 of the 
NGL. This means that if ancillary services are likely to be sought by a significant part 
of the market, they are reference services and must be specified in the access 
arrangement proposal.82 

Rule 101 of the NGR does not specify a timeframe within which services are likely to 
be sought by a significant part of the market. Given the nature of Jemena’s ancillary 
services, the AER considers that they are likely to be sought by a significant part of 
the market at some point in time during the course of the access arrangement period 
and are accordingly reference services. This approach is consistent with that taken by 

                                                 
 
74  Jemena, Access arrangement information, August 2009, p. 172–173. 
75  AGL Energy Limited, JGN Access arrangement 2010–2015, 10 November 2009, p. 27. 
76  Jemena, Access arrangement information, August 2009, p. 172–173; Access arrangement proposal, 

August 2009, p. 60–61; Reference services agreement, August 2009, clause 1.1, p. 1. 
77  AGL Gas Networks, Access arrangement for NSW network, June 2005, clause 3.15, p. 61. 
78  AGL Gas Networks, Access arrangement for NSW network, June 2005, clause 3.15, p. 61. 
79  Jemena, Access arrangement information, August 2009, pp. 172–173. 
80  IPART, Final decision: revised access arrangement for AGL Gas Networks, April 2005, p. 160. 
81  Jemena, Access arrangement information, June 2005, clause 13.5.3, pp. 172–173. 
82  NGR, r. 48(1)(c). 
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the AER in its recent draft decisions for ActewAGL and Country Energy.83 The AER 
considers that these services are reference services in accordance with r. 101 of the 
NGR.  

In considering AGL’s submission, the AER has assessed whether the information 
stated in schedule 2 of the access arrangement proposal84 is consistent with the 
national gas objective.85 It is satisfied that the level of information set out in section H 
of schedule 2 is sufficient to allow the parties to understand their obligations and that 
there is no need to specify timeframes or service levels. 

The AER does not propose to approve Jemena’s specification of reference services as 
it does not comply with r. 48(1)(c) of the NGR. This is because the access 
arrangement proposal does not specify all reference services. Before the access 
arrangement proposal can be accepted, the AER requires Jemena to make the 
following amendments: 

Amendment 2.1: amend the access arrangement proposal to delete the definition of 
'Reference Service' in clause 1.1 of Schedule 3 and replace it with the following: 

Reference Service means the Ancillary Reference Services, the Legacy 
Services, the Haulage Reference Service, and, until the Meter Data Service 
Date, the Meter Data Service; 

Amendment 2.2: amend the access arrangement proposal to delete the definition of 
‘Reference Service’ in clause 1.1 of Schedule 1 and replace it with the following: 

Reference Service means: 

(a) the Ancillary Reference Services; or 

(b) the Haulage Reference Service; or 

(c) Legacy Services; or 

(d) the Meter Data Service. 

Amendment 2.3: amend the access arrangement proposal to include the following in 
clause 1.1 of Schedule 3: 

Ancillary Reference Service means the ancillary services described at H of 
Schedule 2 to the Access Arrangement. 

Amendment 2.4: amend the access arrangement proposal and the access arrangement 
information to reflect amendments 2.1–2.3. 

                                                 
 
83  AER, ActewAGL access arrangement proposal for the ACT, Queanbeyan and Palerang gas distribution 

network 1 July 2010–2015, November 2009 and AER, Country Energy Wagga Wagga natural gas 
distribution network 1 July 2010–2015, November 2009. 

84  Jemena, Access arrangement proposal, August 2009, pp. 60–61. 
85  NGL, s. 23. 
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2.3.4 Legacy services 

Jemena’s proposal 

Jemena proposes to offer legacy services. The classification of these services in 
Jemena’s access arrangement proposal is unclear. Jemena does not outline if these 
legacy services are reference services or non-reference services.  

Jemena submits that legacy services are reference services requested during the earlier 
access arrangement period.86 It submits that legacy reference services will not be 
made available to new customers in the access arrangement period.87 Jemena submits 
that it expects that current users of legacy services will cease to acquire them and 
instead switch to Jemena’s consolidated reference services in the access arrangement 
period by entering into Reference services agreements.88 Jemena submits that the 40 
per cent cost increase for legacy services is based on the average increase in rates 
calculated by Jemena between 2010 and 2011, with addition of a 5 per cent 
premium.89 Jemena submits that the 5 per cent price premium provides a price 
incentive for users to make the intended transition to the new reference services and 
also to take some account of administrative and billing costs as well as costs 
associated with necessary updates of existing legacy reference services agreements. 90 
If a user wishes to continue to obtain supply of a legacy service, Jemena will supply 
this in accordance with the terms and conditions of the contract as long as: 

 the relevant contract remains in force and is not terminated by either party  

 the charges payable under the relevant contract for the supply of each legacy 
service are met.91  

Jemena submits that where a contract specifies a price for supply of a legacy service 
independently of the access arrangement proposal, that price will continue to apply, 
escalated in accordance with the contract.92 

Jemena proposes a transition mechanism to facilitate its customers in transitioning 
from legacy reference services to its new consolidated reference services.93  

Submissions 

Origin submits that Jemena proposes to increase tariffs for legacy services by 
40 per cent under the new access agreement as an incentive for customers to move to 
the new services. Origin submits greater clarity about the implications of this and the 

                                                 
 
86  Jemena, Access arrangement proposal, August 2009, clause 2.4(a), p. 8. 
87  Jemena, Access arrangement information, August 2009, p. 170. 
88  Jemena, Access arrangement information, August 2009, p. 170. Jemena, Access arrangement proposal, 

August 2009, clause 2.4(b), p. 8. 
89  Jemena, Access arrangement information, August 2009, p. 172. 
90  Jemena, Access arrangement information, August 2009, p. 172. 
91  Jemena, Access arrangement proposal, August 2009, clause 2.4(c), pp. 8–9. 
92  Jemena, Access arrangement proposal, August 2009, clause 2.4(d), p. 9. 
93  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 11.4, pp. 38–41. 
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justification for the 40 per cent increase is required.94 AGL also requests that it be 
provided with the basis for the 40 per cent escalation for legacy services.95 

At the Roundtable Discussion on 27 November 2009 (the Roundtable Discussion), 
Jemena stated that the price increase includes the underlying price change of 
34 per cent in the access arrangement period for its increase in total revenue and a 5–
6 per cent increase designed to create incentives for customers to switch to the new 
services. Jemena submits that this reflects additional costs and inefficiencies that 
Jemena will bear in continuing to provide services under contracts pre-dating the 
access arrangement.96 

AER’s analysis and considerations 

The AER notes that Jemena states that it expects that all users will switch from the 
reference services it provided in the earlier access arrangement period to reference 
services provided under Jemena’s reference services agreement.97 The reference 
services of the earlier access arrangement period will be subject to a new billing 
arrangement and an increase of 40 per cent of the price charged on 30 June 2010 with 
effect as of 1 July 2010 under Jemena’s proposal.98 The AER notes that Jemena has 
not been provided with detailed reasoning outlining why Jemena anticipates that 
legacy services will not be sought by a significant part of the market99 or provided a 
substantiated analysis of the premium of 5–6 per cent. The issue of the premium is 
discussed in chapter 12.  

On the understanding that the legacy services are not new services but are the 
reference services offered by Jemena in the earlier access arrangement period, the 
AER cannot accept that these services will not be sought by a significant market. 

Conclusion 

On the basis of the information submitted, the AER considers that the legacy services 
are likely to be sought by a significant part of the market. The AER therefore 
considers that legacy services are reference services within the meaning of r.101(2) of 
the NGR.  

In this context, the AER also notes that 'Legacy Service Agreement' as referred to in 
clause 2.4(c)(ii) of the access arrangement proposal is not defined.100  

The AER does not propose to approve Jemena’s specification of legacy services as it 
does not comply with r. 48(1)(c) or r. 48(1)(d) of the NGR. This is because it does not 
specify legacy services as a reference service and does not specify a tariff or the other 
terms and conditions on which this service will be provided. 

                                                 
 
94  Origin, Jemena gas networks access arrangement proposal, 10 November 2009, p. 1 (Origin, Submission 

to the AER, 10 November 2009). 
95  AGL, JGN Access arrangement 2010–2015, appendix, 10 November 2009, p. 9. 
96  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 15. 
97  Jemena, Access arrangement information, August 2009, p. 170. 
98  Jemena, Access arrangement proposal, August 2009, clause 2.4(c)(ii). 
99  NGR, r. 101. 
100  Jemena, Access arrangement proposal, August 2009, p. 8. 
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Before the access arrangement proposal can be accepted, Jemena must make 
amendments 2.1, 2.2 and 12.4 set out in the draft decision and make the following 
further amendments: 

Amendment 2.5: amend the access arrangement proposal and the access arrangement 
information to specify the other terms and conditions on which the legacy services 
will be provided. 

Amendment 2.6: amend the access arrangement proposal to include the following in 
section 1.1 of Schedule 1: 

Legacy Service Agreement means an agreement between the Service 
Provider and the User for the provision of a Legacy Service. 
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Part A – Total revenue (building block 
components) 
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3 Capital base 
3.1 Introduction 
This chapter sets out the AER’s consideration and analysis of the capital base that 
Jemena proposes for the access arrangement period. It includes a consideration of the 
opening capital base which forms the initial value of the projected capital base.  

The projected capital base is an input into the return on the projected capital base and 
depreciation. This chapter considers: 

 the opening capital base including the past capital expenditure proposed by 
Jemena for the earlier access arrangement period  

 the projected capital base, including forecast capital expenditure that Jemena 
proposes for the access arrangement period.  

The AER’s consideration of Jemena’s depreciation schedule is set out in chapter 4 of 
the draft decision. 

3.2 Regulatory requirements 

3.2.1 Opening capital base 
Clause 3(2) of schedule 1 of the NGR provides that an agreement by the relevant 
regulator under section 8.21 of the Code that actual or forecast new facilities 
investment meets or will meet the requirements of section 8.16(a) of the Code will be 
taken to be: 
 
 in the case of actual expenditure – a decision by the AER under r. 79 of the NGR 

to the effect that the capital expenditure conforms with the new capital 
expenditure criteria 

 in the case of forecast capital expenditure – a determination by the AER under 
r. 80 of the NGR that, if the capital expenditure is made in accordance with the 
conditions of the agreement, it will meet the new capital expenditure criteria. 

Rules 72(1)(a)(i) and (b) of the NGR provide that, if the access arrangement period 
commences at the end of an earlier access arrangement period, the access arrangement 
information for a full access arrangement proposal must include: 
 
 capital expenditure (by asset class) over the earlier access arrangement period 

 how the capital base is arrived at and a demonstration of how the capital base 
increased or diminished over the previous access arrangement period. 

Rule 77(2) of the NGR provides that if an access arrangement period follows 
immediately on the conclusion of a previous access arrangement period, the opening 
capital base for the later access arrangement period is to be: 
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(a) the opening capital base as at the commencement of the earlier access 
 arrangement period (adjusted for any difference between estimated and 
 actual capital expenditure included in that opening capital base); 

plus: 

(b) conforming capital expenditure made, or to be made, during the earlier 
 access arrangement period; 

plus: 

(c) any amounts to be added to the capital base under rule 82, 84 or 86; 

less: 

(d) depreciation over the earlier access arrangement period (to be 
 calculated in accordance with any relevant provisions of the access 
 arrangement governing the calculation of depreciation for the purpose 
 of establishing the opening capital base); and  

Note: 

See rule 90. 

(e) redundant assets identified during the course of the earlier access 
 arrangement period; and 

(f) the value of pipeline assets disposed of during the earlier access 
 arrangement period. 

3.2.2 Projected capital base 
Rule 72(1)(c) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the projected capital base over the access 
arrangement, including: 

(i) a forecast of conforming capital expenditure for the period and the 
 basis for the forecast; and 

(ii) a forecast of depreciation for the period including a demonstration of 
 how the forecast is derived on the basis of the proposed depreciation 
 method; 

Rule 78 of the NGR provides that the projected capital base for a particular 
period is: 

(a) the opening capital base; 

plus: 

(b) forecast conforming capital expenditure for the period; 

less: 

(c) forecast depreciation for the period; and 

(d) the forecast value of pipeline assets to be disposed of in the course of 
 the period. 
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Rule 79(1) of the NGR provides that conforming capital expenditure is capital 
expenditure that conforms with the following: 

 the capital expenditure must be such that it would be incurred by a prudent service 
provider acting efficiently, in accordance with accepted good industry practice, to 
achieve the lowest sustainable cost of providing services 

 the capital expenditure must be justifiable, that is, it must be necessary having 
regard to one of the following grounds stated in r. 79(2) of the NGR:101 

(i) to maintain and improve the safety of services; or 

(ii) to maintain the integrity of services; or 

(iii) to comply with a regulatory obligation or requirement; or 

(iv) to maintain the service provider's capacity to meet levels of demand for 
 services existing at the time the capital expenditure is incurred (as 
 distinct from projected demand that is dependent on an expansion of 
 pipeline capacity). 

3.2.3 Opening capital base for the next access arrangement period 
Rule 90(1) of the NGR provides that a full access arrangement must contain 
provisions for the calculation of depreciation for establishing the opening capital base 
for the next access arrangement period. Rule 90(2) of the NGR requires that the basis 
for establishing depreciation i.e. using actual or forecast capital expenditure for the 
next access arrangement period needs to be determined. 

3.2.4 Capital redundancy 
Rule 85(1) of the NGR provides that a full access arrangement may include (and the 
AER may require it to include) a mechanism to ensure that assets that cease to 
contribute in any way to the delivery of pipeline services are removed from the capital 
base. Rule 85(2) of the NGR provides that a reduction of the capital base in 
accordance with such a mechanism may only take effect from the commencement of 
the first access arrangement period to follow the inclusion of the mechanism in the 
access arrangement or the commencement of a later access arrangement period.  

Rule 85(4) of the NGR provides that before requiring or approving a capital 
redundancy mechanism, the AER must take into account the uncertainty such a 
mechanism would cause and the effect the uncertainty would have on the service 
provider, users and prospective users. 

Clause 3(13) of schedule 1 of the NGR provides that a mechanism approved in a 
transitional access arrangement for removing redundant capital under section 8.27 of 
the Code, will be taken to be a corresponding mechanism under rule 85 of the NGR. 

                                                 
 
101  NGR, r. 79(2)(c). 
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3.2.5 Key performance indicators 
Rule 72(1)(f) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include key performance indicators to be used by 
the service provider to support expenditure to be incurred over the access arrangement 
period. 

3.3 Jemena’s proposal 

3.3.1  Opening capital base 
Jemena proposes an opening capital base of $2366.9 million ($nominal) for the access 
arrangement period. Table 3.1 shows Jemena’s calculation of the opening capital base 
for the access arrangement period. 

Table 3.1: Jemena's proposed opening capital base ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 2010–11 

Opening capital base 1965.5 2051.9 2132.3 2240.3 2282.1 2366.9 

Add capital 
expenditure 86.3 118.7 99.7 97.5 113.6  

Add revaluation of 
assets a 115.3 63.6 144.0 49.9 58.4  

Less depreciation 103.2 93.7 126.2 99.2 84.6  

Less capital 
contributions 6.2 4.3 7.8 6.0 3.6  

Less disposals 5.7 3.9 1.7 0.3 2.5  

Add reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 3.4 b  

Closing capital base 2051.9 2132.3 2240.3 2282.1 2366.9  

Source: Jemena, Access arrangement information, August 2009, p. 125. 
a: Jemena refers to adjustments to the capital base for inflation as ‘revaluation of 

assets’.  
b: Figure refers to redundant capital on the Wilton to Wollongong pipeline.  

Jemena does not propose to make additions to its capital base from capital 
contributions by users during the earlier access arrangement period.102  

In rolling forward the capital base to 2010, Jemena has not included any conforming 
capital expenditure from a speculative capital expenditure account.103 

                                                 
 
102  Jemena, Access arrangement information, August 2009, p. 130. 
103  Jemena, Access arrangement information, August 2009, p. 125. 



 

 18

Jemena proposes annual amounts for disposals of assets to be deducted from the 
capital base in the earlier access arrangement.104 Jemena proposes to replace a batch 
of regulators in 2009–10 and 2010–11.105 

3.3.1.1 Redundant assets 

Jemena submits that in the IPART’s 2005 final decision,106 the IPART identified 
$3.4 million ($nominal) redundant capital on the Wilton to Wollongong pipeline with 
a value that equated to 20 per cent of the value of the capital base of that pipeline as at 
1 July 2005.107 The decision was based on the IPART’s finding that there would be a 
significant reduction in utilisation of the pipeline following the commissioning of the 
Eastern Gas Pipeline (EGP).108 

Jemena proposes to include in the opening capital base the value of $3.4 million 
($nominal) pipeline as a re-used redundant asset.109 

3.3.1.2 Capital expenditure 

Jemena proposes to include conforming capital expenditure in the opening capital 
base of $556.6 million ($2009–10) 110 as set out in Table 3.2. Jemena submits this 
value is below the forecast conforming capital expenditure of $563.4 million  
($2009–10) approved by the IPART in the earlier access arrangement period.111 

Table 3.2: Forecast and actual/estimated capital expenditure for 2005–10 
($m, 2009–10, real) 

  2005–06 2006–07 2007–08 2008–09 2009–10 Total 

Forecast (IPART 
approved) 141.5 117.7 113.2 98.6 92.6 563.4 

Actual/estimated  99.6 131.7 108.3 101.3 115.6 556.6 

Difference 41.9 –14.0 4.9 –2.7 –23.0 6.8 

Source: Jemena, Access arrangement information, August 2009, Appendix 7.3, pp. 4–5. 

Jemena separates its capital expenditure into market expansion, systems 
reinforcement/renewal/replacement and non-system costs. Jemena submits that the 
difference between forecast capital expenditure and actual capital expenditure in the 
earlier access arrangement period was due to: 

                                                 
 
104  Jemena, Access arrangement information, August 2009, p. 125. 
105  Jemena, Access arrangement information, August 2009, p. 130. 
106  IPART, Final Decision: Revised access arrangement for AGL Networks, April 2005. 
107  Jemena, Access arrangement information, August 2009, p. 127. 
108  Jemena, Access arrangement information, August 2009, p. 127. 
109  Jemena, Access arrangement information, August 2009, pp. 126–128. 
110  Based on the total nominal capital expenditure contained at Jemena, Access arrangement information, 

August 2009, p. 125 and the capital expenditure contained in the asset register that Jemena provides to the 
AER, the AER calculates that the correct amount to be $542.0 million in $2009–10. 

111  Jemena, Access arrangement information, August 2009, pp. 47–49. 
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 a substantially lower number of new customers than forecast  

 higher than forecast expenditure on: 

 replacement and renewal of ageing high pressure facilities112 

 the Sydney Primary Loop (SPL) security of supply project113 

 mines subsidence mitigation projects114 

 the upgrade of high pressure facilities required by the pressure upgrade to the 
Moomba to Sydney Pipeline (MSP). 115 

Jemena submits that capital expenditure on these four projects was partially offset by 
lower expenditure on system reinforcement projects due to substantially lower 
utilisation of the network than forecast and deployment of innovative technology to 
increase capacity of existing system and defer reinforcement requirements.116 

There was no material variance in expenditure on non-system assets.117 

In support of its capital expenditure for the earlier access arrangement Jemena submits 
a report by Parsons Brickenhoff Australia Pty Limited (the PB report).118 

3.3.1.3 Adjustment to the capital base for inflation 

Jemena proposes to adjust its capital base for inflation in the earlier access 
arrangement period using actual inflation figures. For 2010, Jemena proposes using 
the inflation forecast published in the Reserve Bank of Australia’s (RBA) statement of 
monetary policy in May 2009.119 

3.3.2 Projected capital base 
Jemena proposes a projected capital base of $3041.5 million ($nominal), which 
incorporates forecast capital expenditure of $940.8 million ($nominal) and 
depreciation of $556 million ($nominal) for the access arrangement period. The 
projected capital base is outlined in Table 3.3. 

                                                 
 
112  Jemena, Access arrangement information, August 2009, p. 50. 
113  Jemena, Access arrangement information, August 2009, p. 50. 
114  Jemena, Access arrangement information, August 2009, p. 50. 
115  Jemena, Access arrangement information, August 2009, p. 50. 
116  Jemena, Access arrangement information, August 2009, p. 50. 
117  Jemena, Access arrangement information, August 2009, p. 50. 
118  Jemena, Access arrangement information, August 2009, appendix 7.4. 
119  Jemena, Access arrangement information, August 2009, pp. 124–125. 
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Table 3.3: Jemena's projected capital base ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Opening capital base 2366.9 2503.8 2629.5 2756.2 2893.8 na 

Add capital expenditure 175.1 173.1 178.0 196.5 218.1 940.8 

Add revaluation of assets 58.2 61.4 64.5 67.7 71.2 323.0 

Forecast depreciation 89.4 100.2 109.9 120.7 135.8 556.0 

Capital contributions 4.0 6.4 3.5 3.3 3.2 20.4 

Disposals 3.0 2.3 2.4 2.5 2.7 12.9 

Closing capital base 2503.8 2629.5 2756.2 2893.8 3041.5 na 

Source: Jemena, Access arrangement information, August 2009, p. 127. 
na:  Not applicable. 

Jemena proposes to recover non-conforming capital expenditure through users’ 
contributions or surcharges.120 For non-conforming capital expenditure not recovered 
through users’ capital contributions or surcharges, Jemena proposes to maintain a 
speculative capital expenditure account.121  

Jemena proposes to exclude capital contributions by users from its capital base.122  

Jemena proposes to dispose of some assets during the access arrangement period. 
Jemena submits that disposal of meters will vary from year to year in line with meter 
replacement expenditure.123 

3.3.2.1 Forecast capital expenditure 

Jemena proposes conforming capital expenditure of $885.2 million ($2009–10) for 
the access arrangement period.124 This is a 64 per cent increase on the actual 
expenditure during the earlier access arrangement period.125  

Jemena forecasts its capital expenditure initially in 2008–09 dollars and then adjusts it 
using real input cost escalators determined by the Competition Economics Group 
(CEG) (the CEG report).126 In addition, Jemena submits the PB report to support its 
forecast capital expenditure for the access arrangement period.127  

                                                 
 
120  Jemena, Access arrangement proposal, August 2009, p. 29. 
121  Jemena, Access arrangement proposal, August 2009, p. 29. 
122  Jemena, Access arrangement information, August 2009, p. 130. 
123  Jemena, Access arrangement information, August 2009, p. 130. 
124  Jemena, Access arrangement information, August 2009, p. 116. 
125  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 32. 
126  Jemena, Access arrangement information, p. 111 and Jemena, Access arrangement information 

appendix 6.4. 
127  Jemena, Access arrangement information, August 2009, appendix 7.4. 
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Jemena proposes market expansion expenditure of $371.0 million ($2009–10) which 
is higher than market expansion expenditure in the earlier access arrangement 
period.128 Jemena submits that the proposed market expansion projects are driven by 
demand and relate to projects postponed in the earlier access arrangement period 
because of lower than forecast demand.129 Jemena proposes that projects previously 
postponed will be carried out in the access arrangement period.130 

Jemena proposes $381.0 million ($2009–10) of systems upgrade expenditure.131 
Renewal and upgrade of facilities and meters account for most of the total expenditure 
for this category.132 

Jemena proposes capital expenditure of $133.2 million ($2009–10) for non-system 
assets.133 Ninenty-five per cent of non-system capital expenditure comprises IT and 
communications, and motor vehicles.134 Jemena submits a report by KPMG to 
support its proposed capital expenditure for IT (the KPMG report).135 

Jemena’s proposed capital expenditure for the access arrangement period is set out in 
Table 3.4. 

Table 3.4: Proposed capital expenditure for the access arrangement period 
($m, 2009–10) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Market expansion 64.7 75.6 80.7 76.8 73.2 371.0 

System reinforcement/ 
renewal/replacement 82.7 71.4 69.0 69.9 88.0 381.0 

Non–system assets 25.7 20.1 18.1 34.2 35.0 133.2 

Total 173.1 167.1 167.8 181.0 196.2 885.2 

Source: Jemena, Access arrangement information, August 2009, p. 116. 

3.3.2.2 Adjustment of the capital base for inflation 

Jemena proposes to adjust the projected capital base for inflation using the forecast 
rate of inflation used to calculate the nominal WACC for the years 2009–10 to  
2014–15. Jemena proposes a forecast annual inflation rate of 2.38 per cent.136 

                                                 
 
128  Jemena, Access arrangement information, August 2009, p. 116. 
129  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 30. 
130  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 30.  
131  Jemena, Access arrangement information, August 2009, p. 116. 
132  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 28. 
133  Jemena, Access arrangement information, August 2009, p. 116. 
134  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 29. 
135  Jemena, Access arrangement information, August 2009, appendix 7.5. 
136  Jemena, Access arrangement information, August 2009, p. 147. 
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3.3.3 Key performance indicators 
Although Jemena does not submit any key performance indicators for capital 
expenditure in its access arrangement information, the PB report includes 
benchmarking analysis for Australian distribution gas companies. The PB report 
employs three measures: 

 investment as a proportion of regulatory asset base137 

 comparison of expenditure per connection as a function of connection density 
(distance per customer)138 

 comparison of total expenditure as a function of composite size factor.139 

3.3.4 Opening capital base for the next access arrangement period 
Jemena proposes to adopt a depreciation schedule that is based on forecast 
depreciation for establishing the opening capital base for the next access arrangement 
period.140  

3.3.5 Capital redundancy policy 
Jemena proposes that the AER may reduce Jemena’s capital base by an amount for: 

 any assets that have ceased to contribute to the delivery of services141  

 any assets that have been sold or disposed of by the service provider or the service 
provider has entered into a binding agreement for their sale or disposal.142 

3.4 Consultant’s report 
The AER engaged Wilson Cook & Co, engineering and management consultants, to 
review Jemena’s proposed capital expenditure (the Wilson Cook report).143 This 
includes a review of the capital expenditure for the earlier access arrangement period, 
as well as Jemena’s forecast capital expenditure for the access arrangement period. 

The Wilson Cook report finds that for the earlier access arrangement period and 
particularly for the access arrangement period there is:  

 a lack of information in support of individual projects particularly business cases 

                                                 
 
137  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 14–15. 
138  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 16. 
139  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 16–17. 
140  Jemena, Access arrangement proposal, August 2009, p. 10. 
141  Jemena, Access arrangement proposal, August 2009, p. 30. 
142  Jemena, Access arrangement proposal, August 2009, p. 30. 
143  Wilson Cook, Review of expenditure of ACT & NSW gas distributors:Jemena Gas Networks (NSW) Ltd, 

December 2009 (Wilson Cook report). 
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 the efficiency of the proposed capital expenditures and the individual projects 
underpinning the proposal is not adequately demonstrated.144 

3.4.1 Capital expenditure in the earlier access arrangement period 
The Wilson Cook report examines the variations over the earlier access arrangement 
period between actual and forecast capital expenditure.  

3.4.1.1 Market expansion expenditure 

For market expansion expenditure, the Wilson Cook report notes a significant 
underrun of $74 million ($2009–10) in the earlier access arrangement period, which 
Jemena attributes to a substantially lower number of new customer connections than 
forecast.145 The Wilson Cook report notes the increase in unit rates may have been 
due to increases in: 

 construction costs exceeding the rate associated with the Consumer Price Index 
(CPI), which in part was due to the clarification of responsibilities within the 
Occupational Health and Safety Act (OH&S Act) in 2006  

 council restoration rates and the cost of obtaining council approvals 

 compliance costs due to changed developer requirements for connection 
services.146  

The Wilson Cook report considers the market expansion expenditure reasonable in 
terms of scope and nature but is not able to attest to its cost efficiency due to the lack 
of detailed cost information provided by Jemena.147 

3.4.1.2 Other network expenditure 

This capital expenditure category includes capacity development, security of supply, 
mines subsidence, renewal of mains and services, renewal and upgrading of other 
facilities, renewal and upgrading of meters and work for government authorities. 

The Wilson Cook report notes a significant overrun of $67.4 million ($2009–10) in 
system, renewal and replacement expenditure. Jemena attributes this to higher than 
forecast expenditure on: 

 replacement and renewal of ageing high pressure facilities 

 the primary loop security supply project 

 mines subsidence mitigation projects 

 upgrading of high pressure facilities required by the increase in operating pressure 
in the MSP.148 

                                                 
 
144  Wilson Cook report, pp. 40, 55, 70–71. 
145  Wilson Cook report, p. 39. 
146  Wilson Cook report, p. 42. 
147  Wilson Cook report, p. 42. 
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The Wilson Cook report considers that mines subsidence works should not be added 
to the capital base because no new assets are created and the lives of existing assets 
are not extended.149 The Wilson Cook report reviews the other network expenditures 
in the earlier access arrangement period and apart from mines subsidence considers 
the expenditure reasonable in terms of scope but it is unable to verify the cost 
efficiency of this capital expenditure. This is due to the lack of detailed cost 
information and lack of substantiation of the quantitative assessments of the benefits 
that arise from the capital expenditure.150 

3.4.1.3 Non system assets 

This capital expenditure category includes plant and equipment, vehicles, IT, land, 
buildings, leasehold assets and access arrangement infrastructure.151 

The Wilson Cook report notes that there is no material variation in expenditure 
although there is variation in the timing of expenditure.152 The Wilson Cook report 
reviews the non network expenditure and considers the expenditure may be 
reasonable, but is not able to verify the efficiency of the cost of these programmes due 
to a lack of information.153 

3.4.2 Forecast capital expenditure in the access arrangement period 
The Wilson Cook report examines the forecast capital expenditure over the access 
arrangement period.154 

3.4.3 Market expansion expenditure 
The Wilson Cook report reviews the proposed market expansion expenditure of 
$371 million ($2009–10) for the access arrangement period, which is an increase of 
58 per cent from its level in the earlier access arrangement period.155 The Wilson 
Cook report finds that the unit rates used to calculate market expansion expenditure 
are within the expected range and considers the market expansion works to be 
reasonable, but is not able to verify cost efficiency due to a lack of information.156 

3.4.3.1 Other network expenditure 

The Wilson Cook report reviews the proposed capacity development expenditure of 
$86 million ($2009–10) for the access arrangement period, which is an increase of 
179 per cent from the earlier access arrangement period. The Wilson Cook report 
considers that the capacity development works are reasonable in terms of scope and 

                                                                                                                                            
 
148  Wilson Cook report, p. 39. 
149  Wilson Cook report, p. 45. 
150  Wilson Cook report, pp. 43–46. 
151  Wilson Cook report, p. 48. 
152  Wilson Cook report, p. 39. 
153  Wilson Cook report, pp. 50–51. 
154  Wilson Cook report, pp. 54–72. 
155  Wilson Cook report, p. 55. 
156  Wilson Cook report, p. 56. 
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timing, but it cannot verify cost efficiency of these programmes due to a lack of 
information. 157 

The Wilson Cook report reviews the other components of the proposed reinforcement, 
renewal, replacement and replacement capital expenditure and notes increases to the 
expenditure when compared to the earlier access arrangement period. Except for 
mines subsidence, works related to integrity digs and integrity management and ad 
hoc mains and services renewals—which the Wilson Cook report considers should be 
omitted— the Wilson Cook report considers the works to be reasonable in terms of 
scope and timing, but is not able to verify cost efficiency due to a lack of 
information.158 

3.4.3.2 Non system assets 

The Wilson Cook report reviews the proposed expenditure of $133 million ($2009–
10) for the access arrangement period which is an increase of 170 per cent from its 
level in the earlier access arrangement period. 159 Other than leasehold improvements, 
the Wilson Cook report considers the IT plan and other expenditure items are 
reasonable in scope but it cannot verify cost efficiency of non network expenditure 
due to a lack of details about the efficiency of the cost, the lack of analysis of options, 
and no demonstration of their net benefit to users. 160 

The Wilson Cook report concludes that three IT related items need to be removed 
from the capital expenditure because they have not been adequately explained or 
justified.161 Further to this, the Wilson Cook report could not report on the 
efficiencies of costings due to currency fluctuations of IT capital expenditure because 
of a lack of detailed information.162 In addition, due to a lack of information justifying 
annual increases to expenditure on motor vehicles from 2010 to 2014, the Wilson 
Cook report considers the expenditure associated with vehicles in the earlier access 
arrangement should be maintained over the access arrangement period. 163 

3.4.4 Unit rates 
The Wilson Cook report reviews the rates underlying the forecast capital expenditure 
and considers the rates are within the expected range and in the case of meters, 
comparable to other gas distribution businesses.164 

3.4.5 Margins and overheads 
The Wilson Cook report considers that there is no explanation or justification for the 
inclusion of the profit margin nor the 6 per cent overhead. The Wilson Cook report 

                                                 
 
157  Wilson Cook report, pp. 56–57. 
158  Wilson Cook report, pp. 57–65. 
159  Wilson Cook report, p. 65. 
160  Wilson Cook report, pp. 65–70. 
161  Wilson Cook report, p. 69. 
162  Wilson Cook report, pp. 68–69. 
163  Wilson Cook report, p. 69. 
164  Wilson Cook report, pp. 56, 60. 
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recommends removal of the profit margin and that the AER consider also removing 
the 6 per cent overhead.165 

3.4.6 Capitalisation policy 
The Wilson Cook report notes that Jemena has not proposed a capitalisation policy,166 
but for some items Jemena is proposing to capitalise the costs of repairs. The Wilson 
Cook report considers that the costs or repairs should be expensed and not included as 
capital expenditure.167 

The Wilson Cook report indicates that it may be appropriate for remedial or repair 
work to be capitalised if the work creates new assets or if it extends the lives of 
existing assets.168 

3.4.7 Summary 
For both access arrangement periods, the Wilson Cook report is unable to conclude on 
the efficiency of costs due to a lack of supporting information provided by Jemena.169 

For the earlier access arrangement period, the Wilson Cook report considers the AER 
should approve the incurred level of expenditure except for the expenditure relating to 
mines subsidence and the access arrangement. 170 

For the access arrangement period, the Wilson Cook report considers the stated levels 
of expenditure should be accepted as reasonable less adjustments associated with 
certain projects and an assumed profit margin. The Wilson Cook report further 
recommends the AER may consider removing the 6 per cent overhead allocation. 171 

3.5 Submissions 
The following section outlines the submissions from interested parties about the 
capital base. 

3.5.1 Energy Markets Reform Forum 
The Energy Markets Reform Forum (EMRF) submits issues relating to the application 
of the NGR and the AER’s role, various components of Jemena’s capital expenditure 
program and the costs escalators that Jemena applies to its forecast capital 
expenditure. 

3.5.1.1 Application of the NGR  

The EMRF submits that the AER should consider whether the capital expenditure 
programs are: 

                                                 
 
165  Wilson Cook report, pp. 69–70. 
166  Wilson Cook report, pp. 51, 70. 
167  Wilson Cook report, pp. 62–63. 
168  Wilson Cook report, pp. 45, 58. 
169  Wilson Cook report, pp. 51–52, 70–72. 
170  Wilson Cook report, pp. 51–53. 
171  Wilson Cook report, p. 72. 
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 essential (given modest growth in demand which will affect service 
affordability)172 

 feasible (within the proposed timeframes with potential resources constraints)173 

 economically efficient and prudent (given that a prudent and efficient investor 
might defer investment to a time when costs are lower and that growth in demand 
indicates no imperative to invest immediately) 174 

 consistent with the NGL objective (which requires ‘efficient investment’).175 

EMRF further submits that: 

 in the context of capital expenditure programs for the electricity network 
businesses in NSW, QLD and SA, competition for labour and material resources 
may result in labour and resource constraints for any capital expenditure planned 
by Jemena, thereby bringing into question whether the proposed capital 
expenditure is efficient and prudent176 

 consideration needs to be given to the competing elements of cost and reliability, 
value for money and the affordability of new gas network tariffs177 

 the NGR encourages over-investment, as the profit of the business is linked to 
building blocks which include capital expenditure. In this manner capital 
expenditure is ‘massively inflated,’ despite no growth (effectively) in 
consumption178 

 there is a good understanding of the needs of the assets (in terms of required 
capital expenditure) since the first access arrangement was set in 1996, compared 
with the growth in overall consumption. Historical information provides a very 
good benchmark for the needs of the network looking forward179 

 Jemena should provide a risk analysis which balances the risks of deferral (i.e. 
reliability of the system) against the risk of excessive capital costs resulting from 
unnecessarily early investment at a higher cost180 

 the NGR does not require Jemena to implement any of the capital expenditure 
programs. This is because Jemena is only required to demonstrate at the next 

                                                 
 
172  EMRF, NSW gas distribution revenue reset, Jemena application: A response by the Energy Markets 

Reform Forum, 9 November 2009, pp. 8,10, 12 (EMRF, Submission to the AER, 9 November 2009). 
173  EMRF, Submission to the AER, 9 November 2009, pp. 8, 10, 12–13. 
174  EMRF, Submission to the AER, 9 November 2009, pp. 8–9. 
175  EMRF, Submission to the AER, 9 November 2009, pp. 10–13. 
176  EMRF, Submission to the AER, 9 November 2009, pp. 11, 20. 
177  EMRF, Submission to the AER, 9 November 2009, pp. 6–8. 
178  EMRF, Submission to the AER, 9 November 2009, pp. 7–8. 
179  EMRF, Submission to the AER, 9 November 2009, pp. 7–8. 
180  EMRF, Submission to the AER, 9 November 2009, pp. 11–13. 
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revision that the capital expenditure either generated more revenue than the cost of 
the project or that it was required to maintain the effectiveness of the network. For 
this reason, the capital expenditure programs should be assessed holistically rather 
than just as a series of individual programs.181 

3.5.1.2 Past capital expenditure 

In relation to capital expenditure for the earlier access arrangement period the EMRF 
submits that: 

 the AER should consider whether the underspend in the IPART approved capital 
expenditure for the initial years of the earlier access arrangement period represents 
gaming by Jemena to receive a significant unearned benefit by delaying capital 
expenditure182 

 the PB report undertaken on behalf of Jemena does not address whether the capital 
expenditure in the earlier access arrangement period was associated with a 
positive outcome on a net present value (NPV) basis.183 

3.5.1.3 Forecast capital expenditure 

In relation to capital expenditure for the access arrangement period the EMRF submits 
that: 

 Jemena should highlight what projects are allowed for and deferred from the 
earlier access arrangement period, and what other projects are included to replace 
those projects not carried out184 

 Jemena should detail the ‘policy changes’ that it uses to support forecast capital 
expenditure. EMRF notes that there is no basis for a claim for capital expenditure 
if these are Jemena’s policy changes, but there is a basis for a claim if these are 
regulatory policy changes185 

 facility upgrades allowing for higher pressure on the trunk should be justified 
based on whether there is a commercial benefit resulting from increased sales and 
an NPV benefit to consumers, given there is no overall increase in volume 
throughput in the system186 

 capital expenditure should be limited by deferring projects that have minimal 
impact on the reliability of the system.187 

                                                 
 
181  EMRF, Submission to the AER, 9 November 2009, p. 17. 
182  EMRF, Submission to the AER, 9 November 2009, p. 19. 
183  EMRF, Submission to the AER, 9 November 2009, p. 19. 
184  EMRF, Submission to the AER, 9 November 2009, p. 20. 
185  EMRF, Submission to the AER, 9 November 2009, p. 20. 
186  EMRF, Submission to the AER, 9 November 2009, p. 20. 
187  EMRF, Submission to the AER, 9 November 2009, pp. 11–13. 
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3.5.1.4 Market expansion 

The EMRF submits that a prudent approach to justifying new connections should 
account for whether the costs of the increasing number of connections are sufficiently 
offset by the increased revenue from the new connections and whether new customers 
can afford the network charges associated with increased tariffs.188  

3.5.1.5 Network reinforcement and replacement 

The EMRF submits that: 

 there is no forecast increase in consumption so there is no need for such a large 
step increase in capital expenditure189 

 replacement of meters earlier than originally anticipated is inefficient190 

 at face value, the Wakehurst Parkway augmentation appears to be scheduled too 
early and should be deferred, because demand is forecast to fall191 

 the basis of the NPV assessment for the Smithfield Liverpool lining project is not 
provided so the AER should assess whether the inputs (especially the discount 
rate) into the NPV analysis are appropriate192 

 the justification for the Tempe primary receiving station replacement project 
should identify whether Jemena is building and maintaining these assets to match 
the lowest practicable cost life cycle. This is to ensure that the assets are not 
inefficiently replaced earlier than their design life193 

 claims for mines subsidence should be recouped from the miner and should not be 
included in the capital base.194 

3.5.1.6 Non-system assets 

Concerning the proposed IT capital expenditure, the EMRF submits that, given 
Jemena observes that the IT program will allow the operating expenditure program to 
be kept to current levels in real terms, two fundamental issues arise: 

 on what basis has the capital expenditure been assessed as prudent and what 
savings are assumed to provide the required offset in other costs 

 rather than being kept at current levels, Jemena’s operating expenditure is forecast 
to increase (the trend has been downwards over the last 10 years) and this 
apparent inconsistency needs to be clarified.195 

                                                 
 
188  EMRF, Submission to the AER, 9 November 2009, pp. 20–22. 
189  EMRF, Submission to the AER, 9 November 2009, p. 23. 
190  EMRF, Submission to the AER, 9 November 2009, pp. 23–24. 
191  EMRF, Submission to the AER, 9 November 2009, p. 24. 
192  EMRF, Submission to the AER, 9 November 2009, p. 24. 
193  EMRF, Submission to the AER, 9 November 2009, p. 24. 
194  EMRF, Submission to the AER, 9 November 2009, p. 24. 
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3.5.1.7 Cost escalators  

The EMRF submits: 

 Jemena should use actual costs incurred in applying the premiums of inflation (if 
any) to calculate price increases for wages and materials. The cost estimates for 
2009 should not be used as the starting point for the Jemena price increases 
because the approach to use forecast instead of actual costs is at odds with the 
principles behind self-benchmarking196  

 the target inflation range set by the Reserve Bank of Australia (RBA) does not 
provide an accurate method for forecasting inflation rates197 

 the approach taken by the Competition Economics Group (CEG) to developing 
cost escalators for electricity, gas and water wages and materials, which assumes 
escalators will increase continuously above the general rate of inflation, is 
flawed198  

 the CEG’s approach of building currency exchange fluctuations into the cost 
escalators likely takes a conservative approach (due to the high uncertainty 
associated with such fluctuations). It will increase costs to consumers 
unnecessarily199 

 capital expenditure forecasts should either be escalated based on general inflation 
or a unique formula developed for Jemena200 

 expected real increases in wages need to be discounted by Jemena’s performance 
in managing real increases in wages201 

 materials escalators should be based on CPI.202 

3.5.2 Energy Users Association of Australia 
The Energy Users Association of Australia (EUAA) submits that:  

 a significant increase in revenue of 18 per cent for the access arrangement period 
is largely attributable to a high increase in forecast capital expenditure of 
34.6 per cent. This is of concern to users203  

                                                                                                                                            
 
195  EMRF, Submission to the AER, 9 November 2009, p. 26. 
196  EMRF, Submission to the AER, 9 November 2009, p. 29. 
197  EMRF, Submission to the AER, 9 November 2009, p. 29. 
198  EMRF, Submission to the AER, 9 November 2009, pp. 29–30. 
199  EMRF, Submission to the AER, 9 November 2009, p. 31. 
200  EMRF, Submission to the AER, 9 November 2009, p. 31. 
201  EMRF, Submission to the AER, 9 November 2009, p. 34. 
202  EMRF, Submission to the AER, 9 November 2009, p. 35. 
203  Calculated growth rates quoted from EUAA, Submission to the AER, 10 November 2009, p. 3. 
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 the AER should consider benchmarking of capital expenditure, particularly 
because energy users face a significant information asymmetry and cannot assess 
efficient investment and management of regulated monopoly businesses204 

 the trend in previous access arrangement periods was for Jemena and the previous 
owner of the pipeline to propose capital expenditure which turned out to be higher 
than the IPART approved amount and the actual amount incurred. This past trend 
is indicative of the current Jemena proposal which is likely proposing capital 
expenditure above what will be approved and incurred over the period. The AER 
should take this into account205 

 there is an apparent anomaly concerning Jemena’s calculation of a 1.2 per cent 
($2009–10) underspend for capital expenditure in the earlier access arrangement 
period. When calculated in $2004–05, there is an overspend of 3.6 per cent. This 
may be a mistake on Jemena’s behalf or may be due to differences in the forecast 
rate of inflation used. The AER should determine the actual underspend or 
overspend206 

 the AER should consider whether the forecast customer growth justifies the 
proposed capital expenditure, particularly in light of the higher capital expenditure 
per additional customer in the access arrangement period compared with the 
earlier access arrangement periods.207 

3.6 AER’s analysis and considerations 

3.6.1  Information to support the proposed capital expenditure 
The NGR outlines that access arrangement information is information that is 
reasonably necessary to provide the background to the access arrangement and the 
basis and derivation of components of the access arrangement.208 The access 
arrangement information is to assist users and prospective users in understanding the 
access arrangement. 

The AER considers that while Jemena provides some of the information to support its 
proposed capital expenditure programme, it relies heavily on reports which are 
appended to the access arrangement information. Some of those reports were made 
public while others remain confidential. Much of the information about capital 
expenditure does not provide sufficient details for users and prospective users about 
the key network projects to be undertaken and their cost. It is also unclear to users 
how the forecast capital expenditure determined on a programme basis (market 
expansion, system reinforcement and non-system assets) reconciles to the specific 
capital expenditure projects for the network and IT.  

                                                 
 
204  EUAA, Submission to the AER on Jemena Gas Networks’ Access Arrangement proposal 2010/11–

2014/15, 10 November 2009, p. 4 (EUAA, Submission to the AER, 10 November 2009). 
205  EUAA, Submission to the AER, 10 November 2009, p. 14. 
206  EUAA, Submission to the AER, 10 November 2009, pp. 14–15. 
207  EUAA, Submission to the AER, 10 November 2009, pp. 15–16. 
208  NGR, r. 42. 
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Further, the AER considers that Jemena’s access arrangement information contains 
some broad statements that its forecast capital expenditure conforms with the new 
capital expenditure criteria set out in r. 79 of the NGR. However, there is no 
reconciliation to the proposed capital expenditure forecasts, the components of the 
programmes and the justification provided for these programmes under the NGR as 
outlined in the forecast methods. 

To support its forecast capital expenditure Jemena primarily relies on two consultants’ 
reports, the PB report for all capital expenditure apart from IT and the KPMG report 
for IT capital expenditure. The AER considers that while these reports provide high 
level benchmarking analysis, they are highly qualified and do not provide support for 
Jemena's proposal that its capital expenditure is based on efficient cost estimates.  

The AER considers Jemena’s access arrangement information may not provide a level 
of detail and coherency to enable users to understand either the background or the 
basis for the capital expenditure proposal. 

3.6.2 Opening capital base 

3.6.2.1 Capital expenditure 

The AER is required to undertake an assessment of the capital expenditure in the 
earlier access arrangement period that Jemena proposes to add to the opening capital 
base.209 

Clause 3(2) of schedule 1 of the NGR provides that if the IPART agreed under s. 8.21 
of the Code that actual or forecast new facilities investment210 in the earlier access 
arrangement met the requirements of s. 8.16(a) of the Code the AER will be bound by 
that agreement. The AER is not aware of any such agreement and Jemena has not 
submitted that clause 3(2) of schedule 1 of the NGR applies to its access arrangement 
proposal. Accordingly, the AER considers Jemena’s proposed capital expenditure in 
the earlier access arrangement period under r. 79 of the NGR. 

Jemena proposes that total capital expenditure of $556.6 million ($2009–10) be added 
to the opening capital base.211 This amount is similar to what was approved by the 
IPART for the earlier access arrangement period.212 As shown in Figure 3.1 the actual 
capital expenditure in the first year of the period is lower than forecast, whereas in the 
final year capital expenditure is expected to be higher than the forecast approved by 
the IPART.213 

                                                 
 
209  NGR, r. 77. 
210  The Code used the term ‘new facilities investment’, whereas the NGR refers to ‘capital expenditure’. 
211  Jemena, Access arrangement information, August 2009, p. 47. 
212 IPART, Final Decision: Revised access arrangement for AGL gas network, April 2005, p. 88. 
213  Jemena, Access arrangement information, August 2009, p. 49. 
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Figure 3.1: Comparison of forecast and actual/estimated capital expenditure  
2005–2010 ($m, real, 2009–2010) 
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Source: Jemena, Access arrangement information, August 2009, p. 49. 

As outlined, Jemena’s capital expenditure for the earlier access arrangement period is 
split into three broad categories: market expansion, system reinforcement, renewal 
and replacement, and non-system assets. 

As shown in Figure 3.2, market expansion capital expenditure is 24 per cent or 
$74.0 million ($2009–10) less than the capital expenditure approved by the IPART. 
System reinforcement, renewal and replacement capital expenditure exceeds that 
approved by the IPART by 33 per cent. 214 This difference is equal to $67.4 million 
($2009–10). The non-system assets capital expenditure in the earlier access 
arrangement period was not significantly different to that approved by the IPART.215 

                                                 
 
214  Jemena, Access arrangement information, August 2009, p. 49. 
215  Jemena, Access arrangement information, August 2009, pp. 49–50. 
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Figure 3.2: Differences between actual/estimated and forecast capital expenditure 
($m, real, 2009–10) 
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Source: Jemena, Access arrangement information, August 2009, p. 49. 

The trends shown in Figure 3.1 and Figure 3.2 are discussed below for each of the 
main components of Jemena’s approved and actual capital expenditure in the earlier 
access arrangement period. 

Market expansion 
Jemena submits that its market expansion capital expenditure, which was lower than 
that approved by the IPART, is consistent with a lower number of new connections 
than forecast.216 The AER notes that the actual number of new connections was lower 
than approved by the IPART.  

Several factors may have contributed to the lower number of new connections than 
approved by the IPART. New gas connections are generally associated with the 
growth in new residential developments. However, the rate of new gas connections 
may have been affected by an increase in demand for reverse cycle air conditioners 
that meet both cooling and heating requirements of households.217 Although the trend 
in using gas for water heating is stable, new houses are trending towards ‘green’ 
energy options such as solar and heat pumps rather than gas, further contributing to 
the reduction in new gas connections.218 Although these were factored into the 
demand forecasts in the earlier access arrangement period, the combined effects of 
these trends may have been underestimated in the original forecasts. 

Jemena submits that its market expansion capital expansion expenditure is consistent 
with r. 79(2)(b) of the NGR.219 This states that capital expenditure is justified if the 
present value of the expected incremental revenue exceeds the present value of the 

                                                 
 
216  Jemena, Access arrangement information, August 2009, p. 50. 
217 Jemena, Access arrangement information, August 2009, appendix 5.1, p. 5. 
218  Jemena, Access arrangement information, August 2009, appendix 5.1, p. 7. 
219  Jemena, Access arrangement information, August 2009, p. 113. 
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capital expenditure. If the NPV of the capital expenditure exceeds the NPV of 
incremental revenue, Jemena seeks a capital contribution (which is excluded from the 
capital base) from the relevant user to make up the difference. As a result Jemena 
submits that its market expansion capital is consistent with r. 79(2) of the NGR.220  

The PB report, which Jemena relies on to justify its capital expenditure in the earlier 
access arrangement period, considers that although the unit cost of market expansion 
capital expenditure was higher than forecast despite efficiency improvement, the 
market expansion work undertaken in the earlier access arrangement period was 
efficient.221 This conclusion is based on a number of qualitative considerations. 
Increased competition between meter suppliers and common trenching lowered mains 
installation costs. This was offset by higher than forecast construction costs due to 
more stringent requirements under the OH&S Act, increased council fees for 
restoration and increased labour costs.222 

The Wilson Cook report notes that the unit rate per new connection over the earlier 
access arrangement was $1836 ($2009–10), which is 22 per cent higher than the 
implied unit rate of $1502 (2009–10) approved by the IPART.223  

The Wilson Cook report concludes that the market expansion capital expenditure is 
reasonable in scope.224 However, the Wilson report is not able to attest to the cost 
efficiency of the capital expenditure because the factors that Jemena submitted led to 
the higher unit rates were not quantified. The Wilson Cook report notes that detailed 
cost information should demonstrate the variance in the cost of new connections in 
different circumstances and disclose the amount of any capitalised overheads or profit 
margins arising from outsourcing arrangements to related parties.225 Despite these 
limitations in Jemena's access arrangement proposal, the Wilson Cook report 
recommends that the AER approves Jemena's capital expenditure of $234.8 million 
($2009–10) for market expansion in the earlier access arrangement period.226 

The AER considers that market expansion capital expenditure is necessary to cater for 
new connections to Jemena’s gas network and that the expenditure was necessary for 
Jemena to maintain its capacity to meet levels of demand for services at the time the 
expenditure was incurred.227 The AER notes that Jemena submits that actual capital 
expenditure for market expansion in the earlier access arrangement period was less in 
aggregate than that approved by the IPART .228 Market expansion capital expenditure 
was lower than forecast because of a lower number of new connections despite higher 
unit rates (increasing the costs for each new connection). The Wilson Cook report 

                                                 
 
220  Jemena, Access arrangement information, August 2009, p. 113. 
221  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 50. 
222  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 49–50. 
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224  Wilson Cook report, p. 42. 
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226  Wilson Cook report, p. 53. 
227  NGR, r. 79(2)(c )(iv). 
228  Jemena, Access arrangement information, August 2009, p. 49. 
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notes that gas (and electricity) distribution businesses have experienced higher costs 
in the last seven years or so for the reasons put forward by Jemena.229 

In light of this, the AER considers that the reasons put forward by Jemena for actual 
unit rates being higher than those approved by the IPART are reasonable and support 
a higher unit cost of $1836 ($2009–10) per connection.  

System reinforcement, renewal and replacement capital expenditure 
During the earlier access arrangement period, significant changes in scope and 
increases in the costs of capital works occurred, compared with the projects approved 
by the IPART.230 Some of these projects include: 

 the SPL 

 mines subsidence mitigation projects  

 replacement and renewal of aging high pressure facilities 

 an upgrade of high pressure facilities due to a pressure upgrade to the MSP.231  

As part of its assessment of whether Jemena's access arrangement complies with r. 79 
of the NGR, the AER examines projects that were approved by the IPART but exceed 
the amount approved by the IPART (variations) and projects undertaken by Jemena 
but not approved by the IPART (unplanned projects). The following outlines the 
AER’s analysis of these capital expenditure items. 

Sydney Primary Loop Project  
The actual amount incurred by Jemena was $34.4 million ($nominal) over the IPART 
approved amount. Jemena submits that the variation to the cost estimate was due to 
limited information available at the time the cost was estimated and approved.232 
Jemena submits that the basis of the increase was due to changes to project scope, 
route alignment, design requirements and cost of materials and labour. 233  

The Wilson Cook report considers that the SPL project is reasonable in terms of 
scope.234  

The AER notes Jemena's submission that at the time the proposal was put to the 
IPART in December 2003 it was based on a desktop estimate only with limited field 
information. It was only after completion of detailed design, engineering and planning 
activities that additional scope and costs were identified.235 In view of this the AER 
accepts that the cost of the SPL project may be significantly different than that 
approved by the IPART. 
                                                 
 
229  Wilson Cook report, p. 42. 
230 Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 18–27.  
231 Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 18–27.  
232 Jemena, Access arrangement information, August 2009, appendix 7.4, p. 20. 
233 Jemena, Access arrangement information, August 2009, appendix 7.4, p. 24. 
234  Wilson Cook report, pp. 44–45. 
235  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 22–24. 
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The AER notes that the SPL was part of Jemena’s risk mitigation strategy in order for 
Jemena to maintain its capacity to meet demand in the event of loss of supply to the 
Sydney Primary Main. 236The AER considers that the capital expenditure was 
necessary to maintain the integrity of services.237  

Mines subsidence works 
Jemena submits $17.8 million ($2007–08) was spent on mines subsidence in excess of 
the amount approved by the IPART in the earlier access arrangement period.238 The 
Wilson Cook report considers that the work was necessary, but recommends that this 
amount should not be added to the capital base.239 The AER agrees with the 
conclusions in the Wilson Cook report that the costs of repairs to pipelines damaged 
by mines subsidence are expenses, not capital expenditure. As outlined in the Wilson 
Cook report this is because the nature of this expenditure does not either create an 
asset or extend the life of an existing asset to justify that the amount of expenditure 
can be added to the capital base.240  

The AER considers that Jemena’s capital expenditure is not conforming capital 
expenditure under r. 79(1) of the NGR as the expenditure is not of a capital nature 
incurred to provide, or in providing, pipeline services.241 

Jemena submits that only $17 million ($ nominal) is directly attributable to Jemena 
and the rest is spent by JAM on other customers.242 Jemena further submits that c-i-c 
was recovered by capital contributions and removed from the asset base. 243 

The AER estimates the additional proposed amount for mines subsidence work to be 
c-i-c ($2004–05) and the associated capital contributions to be c-i-c ($2004–05), 
which Jemena submits it has deducted from the proposed capital base. 244 

The AER requires Jemena to remove these amounts from the opening capital base so 
that the net effect of removing mines subsidence is to reduce the capital base by 
$4.6 million ($2004–05).245 The AER notes that Jemena was not provided with 
operating expenditure in the earlier access arrangement period for mine subsidence. 
However, the $4.6 million ($2004–05) spent on mine subsidence is offset by the 
amount Jemena underspent for operating expenditure totalling $50.2 million  
($2009–10) in the earlier access arrangement period.246 

Facilities’ renewal and upgrades  

                                                 
 
236  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 23. 
237  NGR, r. 79(2)(c )(ii). 
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Jemena submits $17.4 million ($2007–08) was spent on renewal and upgrades of 
facilities in excess of the amount approved by the IPART in the earlier access 
arrangement period. Jemena submits this was due to significant scope changes 
identified as a result of subsequent detailed planning.247 Jemena further submits that 
the higher expenditure was a result of the replacement and renewal of aging high 
pressure facilities and an upgrade of high pressure facilities required by a pressure 
upgrade to the MSP.248 

On an examination of eight projects in this category and detailed information on the 
replacement of district regulator sets, the Wilson Cook report concludes that the 
expenditure is reasonable in terms of scope and timing.249 

On this basis the AER considers the facilities' renewal and upgrades to be necessary 
to maintain the integrity of services250and the higher capital expenditure reasonable in 
the context of higher unit rates incurred by Jemena in the earlier access arrangement 
period than approved by the IPART. 

Mains and service renewals 
Jemena submits $0.8 million ($2007–08) was spent on mains and services renewals in 
excess of the amount the IPART approved for the earlier access arrangement period. 
Jemena submits this was predominantly due to greater than forecast number of ad hoc 
rehabilitation and renewals projects and that the rehabilitation of some networks had 
not been allowed for in the forecasts provided to the IPART. The need for these works 
was identified on the basis of performance issues or customer complaints.251  

The Wilson Cook report examines five projects relating to this work from the list of 
overruns provided by Jemena and is satisfied that the expenditure arose through 
assessments of network condition and is reasonable in terms of scope.252 The AER 
further considers that the capital expenditure was necessary to maintain the integrity 
of services.253  

Capacity development 
The Wilson Cook report notes that expenditure on capacity development amounts to 
$30.8 million ($2009–10), 27 per cent less than approved by the IPART. This 
expenditure is related to growth and was lower than forecast as a result of demand 
being lower than forecast.254 

The AER considers the scope of work undertaken is justified in light of lower demand 
and the higher capital expenditure (per unit) is reasonable in the context of higher unit 
rates incurred by Jemena in the earlier access arrangement period than approved by 
the IPART. 
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Conclusion on system reinforcement, renewal and replacement capital expenditure 
The AER notes that capital expenditure in this category for the earlier access 
arrangement period of $272.5 million ($2009–10) is 33 per cent higher than the 
$205.1 million ($2009–10) approved by the IPART.255 The higher capital expenditure 
was incurred largely as a result of the interaction of the changes in scope of certain 
projects and higher unit rates than those approved by the IPART in the earlier access 
arrangement period. The Wilson Cook report considers that the scope of this capital 
expenditure is reasonable. However, the Wilson Cook report is unable to come to a 
definite conclusion regarding the cost efficiency of the expenditure because of a lack 
of information.256 Nevertheless, with the exception of expenditure on mines 
subsidence the Wilson Cook report recommends the AER approves Jemena's capital 
expenditure for the earlier access arrangement period.257 

The AER has assessed Jemena’s reinforcement, renewal and replacement capital 
expenditure in the earlier access arrangement. The AER agrees with the Wilson Cook 
report that the projects undertaken were necessary to maintain the integrity of 
services.258Further, the higher capital expenditure is reasonable in the context of 
higher unit rates incurred by Jemena in the earlier access arrangement period than 
approved by the IPART. 

Non-system assets 
Jemena’s capital expenditure on non-system assets (IT systems and software, motor 
vehicles and plant and equipment which are not part of the network) is generally in 
line with the amount approved by the IPART.259 However, there are some timing 
differences with forecast capital expenditure in the first two years deferred until the 
last three years. For some items the capital expenditure is less than that approved by 
the IPART.260 This is offset by higher capital expenditure for other items.261 

Much of the non-system assets capital expenditure approved by the IPART 
(approximately 58 per cent) is attributable to the modernising of the IT infrastructure 
platform and efficiency changes made to core software applications.262  

The AER notes the Wilson Cook report outlines that there is a difference in the cost of 
the IT work approved by the IPART and that undertaken by Jemena. The Wilson 
Cook report assesses the capital expenditure and considers that it may have been 
reasonable, but it is unable to verify or attest to its cost efficiency.263  
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In relation to motor vehicles and plant and equipment, the Wilson Cook report notes 
that even though the actual expenditure is less than that approved by the IPART, it 
considers that the capital expenditure is reasonable.264 

In relation to land, buildings and leasehold assets, the Wilson Cook report notes that 
no expenditure was approved by the IPART. However, Jemena spent $7.3 million 
($2009–10) to consolidate its depot, site offices and control centre. The Wilson Cook 
report states that there is insufficient information to assess this item.265 

The Wilson Cook report notes that Jemena includes capital expenditure on matters 
relating to the preparation of the access arrangement proposal. The Wilson Cook 
report queries if this expenditure should be capitalised.266 

The AER notes that this expenditure of $3.5 million ($2009–10) was approved by the 
IPART as 'deferred software' as part of Jemena's IT program. On the basis that this 
amount relates to software and is capital expenditure to create an asset, the AER 
accepts this as capital expenditure.267 The AER acknowledges the Wilson Cook report 
concerning the lack of information to adequately identify the nature of capital 
expenditure in relation to non-system assets. Nevertheless, the AER notes that in 
aggregate Jemena's actual capital expenditure is in line with that approved by the 
IPART. Changes in scope of certain projects has meant that capital expenditure in 
some items was less than that approved by the IPART and higher for other items. In 
light of this the AER considers that Jemena’s IT capital expenditure in the earlier 
access arrangement period is justifiable to maintain the integrity of services.268  

Conclusion on capital expenditure for the earlier access arrangement period 
The AER notes that in aggregate actual capital expenditure in the earlier access 
arrangement is broadly in line with that approved by the IPART. Market expansion 
capital expenditure was lower than forecast as a result of new connections being 
lower than forecast, despite increases in unit rates. 269 This was offset by higher 
expenditure on system reinforcement, renewal and replacement capital expenditure as 
a result of higher unit rates than forecast and change in scope of certain projects, 
notably the SPL project.270 

The AER does not consider that Jemena's proposed capital expenditure for the earlier 
access arrangement period would be incurred by a prudent service provider acting 
efficiently, in accordance with accepted good industry practice, to achieve the lowest 
sustainable cost of providing services.271  
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After accounting for CPI and amending the way Jemena calculates the final capital 
expenditure in 2009–10 dollars and removing the proposed capital expenditure on 
mines subsidence, the AER reduces the capital expenditure in the earlier access 
arrangement period from $556.6 million to $521.9 million ($2009–10). Overall, the 
AER considers that capital expenditure of $521.9 million ($2009–10) in the earlier 
access arrangement period is that which would be incurred by a prudent service 
provider acting efficiently, in accordance with accepted good industry practice, to 
achieve the lowest sustainable cost of providing services.272 The AER also considers 
that the capital expenditure is justifiable on the grounds set out in r. 79(2) of the NGR. 

3.6.2.2 Depreciation 

There are two considerations relevant for depreciation in the earlier access 
arrangement period: 

 any adjustments for differences between actual and forecast capital expenditure 
before the earlier access arrangement period273  

 adjustments to the capital base for depreciation in the earlier access arrangement 
period.274 

Adjustments for capital expenditure before the earlier access arrangement period 
Jemena submits that the value of the opening capital base is the same as that 
determined in the IPART final decision as at 30 June 2005. Jemena notes that only the 
capital expenditure for the period to 30 June 2005 approved by the IPART constitutes 
conforming capital expenditure.275 Jemena submits that no adjustment is required for 
the difference between estimated and actual capital expenditure in the opening capital 
base at the commencement of the earlier access arrangement period.276 In this case, 
the AER considers that no adjustment is necessary.277  

Depreciation in the earlier access arrangement period 
In establishing the opening capital base for the purposes of r. 77(2)(d) of the NGR, 
Jemena proposes to use forecast depreciation over the earlier access arrangement 
period.278 Rule 77(2)(d) of the NGR requires depreciation over the earlier access 
arrangement period to be estimated in accordance with any relevant provisions of the 
access arrangement governing the calculation of depreciation for the purposes of 
establishing the opening capital base. Clause 4.1 of Jemena’s earlier access 
arrangement provides that forecast depreciation will be used in calculating the 
opening capital base.279  
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However, the depreciation values as shown in Table 3.5 are inconsistent with the 
forecast depreciation approved by the IPART for the earlier access arrangement 
period.280 The AER considers that Jemena has incorrectly inflated both the capital 
base and depreciation values. The AER considers that the correct approach is to 
deflate the depreciation approved by the IPART by the forecast inflation rates 
approved by the IPART and then adjust the depreciation by the actual inflation rates 
for 2005–06 to 2008–09 and forecast inflation for 2009–10. The depreciation 
calculated by the AER for the earlier access arrangement period is shown in Table 
3.5. The AER requires Jemena to make the amendment 3.2 set out below.  

Table 3.5: Depreciation for the earlier access arrangement ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 Total 

Jemena’s proposal  103.2 93.7 126.2 99.2 84.6 506.9 

Depreciation  67.4 73.9 80.5 83.6 78.5 383.8 

Source: Jemena, Access arrangement information, August 2009, p. 125, and AER 
analysis. 

3.6.2.3 Adjustment to the capital base for inflation  

The EUAA queries Jemena’s submission that capital expenditure in the earlier access 
arrangement is less than forecast. EMRF submits that capital expenditure is higher 
than forecast (in $2004–05). EMRF questions whether it is an error on the part of 
Jemena, or a result of differences in inflation rates used by Jemena and the EUAA.281 
The AER confirms that the apparent anomaly can be attributed to the use of forecast 
inflation rates in setting forecast capital expenditure and the use of actual inflation 
rates by Jemena in making its comparison. 

Jemena proposes that the adjustment to the capital base for inflation be estimated by 
applying the year-on-year change in the CPI for the June quarter.282  

The AER does not consider this method to be appropriate as it is inconsistent with the 
method used by Jemena in its tariff variation mechanism in the earlier access 
arrangement period. The AER considers that the method used by Jemena in its tariff 
variation mechanism in the earlier access arrangement period should be applied to 
adjust the capital base for inflation. This method applies the change in the CPI 
between December of one year and December of the previous year. For example, for 
2008–09, this method would apply the change in average CPI between December 
2008 and December 2007. 

For the purposes of the draft decision, this method requires the use of forecast CPI for 
the December quarter of 2009. The AER considers that, consistent with the approach 
used to calculate the inflation rate for the WACC, the RBA forecast for the December 
quarter of 2009 should be used to forecast the CPI for the last quarter of 2009.283 The 
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AER notes that for the final decision actual CPI data will be available for the last two 
quarters of 2009 and so the rate of inflation for 2009–10 in the final decision is likely 
to change. 

The AER considers that the inflation rates shown in Table 3.6 have been arrived at on 
a reasonable basis and represent the best estimates or forecasts possible in the 
circumstances.284 The AER requires Jemena to make amendment 3.1. 

Table 3.6: Inflation rates for adjusting the capital base (%) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Inflation rates 2.80 3.25 2.96 3.69 1.50 

Source: Australian Bureau of Statistics, 6401–Consumer price index, Australia, 
June 2009 and RBA, Statement on Monetary Policy, 7 August 2009, p. 75. 

3.6.2.4 Re-use of redundant assets 

In the 2005 final decision, the IPART identified redundant capital on the Wilton to 
Wollongong pipeline. 285 The IPART required the removal of 20 per cent of the value 
of that pipeline from the capital base at the commencement of the earlier access 
arrangement period.286 The IPART observed a decrease in sales volume due to the 
commencement of operation of the EGP, which bypasses this part of the network.287 
The IPART noted that the removal of the redundant capital would have a minor 
impact on total revenue and would result in a reduction in tariffs for users of the 
Wilton to Wollongong pipeline.288 

Jemena submits that circumstances have changed since the IPART decision and, with 
the introduction of the Short Term Trading Market (STTM), Jemena will not be able 
to manage capacity utilisation on its trunks. Jemena further submits that there is little 
reason to presume that the Wilton to Wollongong pipeline will continue to be 
underutilised under the STTM.289 

The AER considers that Jemena’s access arrangement proposal does not contain 
evidence that demand on the redundant asset has increased during the earlier access 
arrangement period. In addition, Jemena’s demand forecasts for the access 
arrangement period do not support an increase in usage of this pipeline in the access 
arrangement period. 

For the purposes of r. 86(1) of the NGR, Jemena does not demonstrate that this 
redundant asset contributes to the delivery of pipeline services. If the redundant asset 
contributes to the delivery of pipeline services following the introduction of the 
STTM, the asset may be rolled into the capital base at the commencement of the next 
access arrangement period, subject to r. 79 of the NGR.  
                                                 
 
284  NGR, r. 74(2). 
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Jemena must therefore remove this item from the proposed opening capital base and 
is required to amend its access arrangement as outlined in amendment 3.2. 

3.6.2.5 Summary on the opening capital base 

The AER has considered the components of Jemena’s proposed opening capital base. 
The AER requires an amendment to the opening capital base to account for 
amendments to capital expenditure and depreciation in the earlier access arrangement 
period, the removal of the redundant asset and an amendment to Jemena’s proposed 
adjustment to the capital base for inflation. As a result, the AER does not consider 
that Jemena’s proposed opening capital base is consistent with r. 77(2) of the NGR. 
Jemena is required to amend its access arrangement information as outlined in 
amendments 3.1 and 3.2. 

3.6.3 Projected capital base 

3.6.3.1 Forecast capital expenditure 

Introduction 
Jemena’s proposed capital expenditure of $885.2 million ($2009–10) for the access 
arrangement period is significantly higher than the capital expenditure of 
$556.6 million ($2009–10) incurred in the earlier access arrangement period.  

The PB report, which Jemena relies on to support its forecast capital expenditure, 
considers that the proposed capital expenditure for the access arrangement period for 
the projects it reviewed is conforming capital expenditure, and complies with r. 79 of 
the NGR.290 The PB report considers that the drivers for increases in capital 
expenditure are reasonable and in line with Jemena’s asset management plan. The PB 
report further considers that Jemena’s governance processes enable projects to be 
developed in compliance with r. 74 and r. 79 of the NGR.291  

The PB report qualifies its conclusions by stating that provided component projects 
and unit rates included in the expenditure forecasts comply with Jemena’s governance 
processes, then on this basis the proposed increase in forecast capital expenditure is 
reasonable and reflects that of a prudent and efficient operator.292 

As outlined, the Wilson Cook report considers the scope of works for the projected 
capital expenditure programme seems reasonable, but that due to the lack of 
information and the nature of assurance provided by PB, the Wilson Cook report 
cannot conclude that the costs underlying these programmes are efficient. 293  

Given these conclusions, from both Jemena's294 and the AER's consultants,295 the 
AER cannot conclude that Jemena's proposed capital expenditure meets the 
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requirements of the NGR. In assessing Jemena's proposed capital expenditure for 
compliance with r. 79 of the NGR, the AER takes an approach to approving a level of 
capital expenditure that strikes a balance between what capital projects Jemena 
reasonably requires for the access arrangement period, and what capital expenditure 
projects Jemena has delivered historically and so demonstrates can be delivered in the 
access arrangement period in compliance with r. 79 of the NGR. Therefore: 

 for certain capital expenditure items a baseline level of capital expenditure is 
derived from the average annual actual capital expenditure in the earlier access 
arrangement period. The scope of this capital expenditure for the access 
arrangement period is assessed as reasonable on the basis that Jemena has 
demonstrated it has delivered similar programmes in the earlier access 
arrangement period, but for a lower base cost 

 as the cost of the proposed capital expenditure cannot be attested to in terms of 
efficiency, the AER applies a cost benchmark derived from the historical costs 
incurred in the earlier access arrangement period. This ensures that the costs of 
works undertaken in the access arrangement period are at least as efficient as 
works undertaken of a similar nature in the earlier access arrangement period 

 certain individual projects are included that have sufficient information, and for 
which historical levels of capital expenditure are not indicative, whereby the AER 
can conclude that these projects meet the criteria set out in the NGR. In these 
cases, the AER removes the flat 6 per cent overhead allocation and the JAM 
margin (for reasons discussed below)296  

 certain items of capital expenditure are removed (for example, because the AER 
considers that they are operating expenditure in nature). 

Key components of Jemena’s proposed capital expenditure are discussed below in 
relation to the AER’s approach. 

Asset Management Agreement  
Prior to examination of specific capital expenditure projects this section discusses the 
AER’s consideration of the Asset Management Agreement (AMA) relevant to 
Jemena’s proposed capital expenditure. There are two aspects of the AMA that are 
relevant for consideration for the projected capital base. These aspects are discussed 
below.  

Margins 
Jemena outsources its asset planning activities, network operating and maintenance 
activities, capital program delivery and certain other functions to JAM.297 The terms 
and conditions of this outsourcing arrangement are set out in the AMA, including the 
fees for services provided by JAM, which are based on a cost plus flat percentage 
margin.  
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The AER’s consideration of Jemena’s proposed margins and its general approach to 
these types of related party arrangements is contained in detail in chapter 9 of the 
draft decision. 

Key among these issues discussed in chapter 9 of the draft decision is that Jemena 
needs to be able to demonstrate that the cost and margin that it is charged from JAM 
can be demonstrated to be the lowest sustainable cost. As outlined in the Wilson Cook 
report, Jemena has not demonstrated that this is the case.298  

The AER considers that inclusion of the JAM margin would result in capital 
expenditure which would not be incurred by a prudent service provider acting 
efficiently, in accordance with accepted good industry practice, to achieve the lowest 
sustainable cost of providing services.299The AER notes that capital expenditure 
considered under the baseline approach assumes no explicit margin applies (however 
it notes that an implicit margin may be present). 

Overheads 
A flat 6 per cent of capital expenditure is included in the capital expenditure forecasts 
to account for overheads.300 The AER understands that the overhead includes amounts 
for corporate head office costs which are charged to JAM under the whole of business 
cost allocation (WOBCA) methodology as outlined in chapter 9 of the draft decision 
as well as (overhead) costs incurred internally by JAM associated with the proposed 
capital expenditure.301  

The Wilson Cook report outlines that overheads may be appropriate in circumstances 
where the overhead is not already included in operating expenditure and can be 
justified and reconciled. The Wilson Cook report recommends that the AER may 
remove the overhead as it cannot reconcile the 6 per cent overhead level from the 
information provided.302  

Even though the AER sought confirmation of how the overhead costs were derived 
from Jemena,303 the AER was unable to reconcile the proposed level of overhead 
costs to be included in the proposed capital expenditure with costs allocated under the 
WOBCA methodology or incurred directly by JAM. Further, as Jemena submits most 
of the proposed capital expenditure is outsourced by JAM.304 As this is the case, the 
AER considers only that part of the capital expenditure program that JAM undertakes 
directly should attract an overhead cost. This is because the costs for the part of the 
capital programme outsourced by JAM to other parties would already include an 
amount for the other parties’ overheads. In this way, including overheads on top of 
outsourced costs would amount to double counting of overheads for the outsourced 
part of the capital programme. That said, without the benefit of a bottom-up 
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reconciliation of the proposed overhead costs, the AER has not been able to determine 
whether these overhead costs are already included in the operating and maintenance 
costs charged under the JAM contract. For this reason, the AER was not able to 
confirm that the forecast capital expenditure including the overhead relevant to JAM’s 
delivery of the capital programme is an amount incurred by a prudent service provider 
acting efficiently, in accordance with accepted good industry practice, to achieve the 
lowest sustainable cost of providing services.305 While the AER has been provided 
with information about the proportion of the overall capital expenditure program that 
is outsourced, the AER has not been able to discern what the proportion is for specific 
projects. The AER also has not been provided with sufficient information about the 
cost base for overheads relevant to JAMs delivery of the capital expenditure program. 
This is important to determine whether the flat percentage for overheads is 
appropriate. As a consequence of this absence of information, the AER has removed 
the flat 6 per cent margin for overheads.  

Therefore, the AER has removed the flat 6 per cent overhead allocation from forecast 
capital expenditure, where relevant to the approach as outlined above. However, as 
outlined below this approach is not relevant to the AER's consideration of those 
categories of capital expenditure where the AER has used actual capital expenditure 
in the earlier access arrangement period as the basis for forecasting capital 
expenditure in the access arrangement period. 

Market expansion capital expenditure 
Market expansion capital expenditure is undertaken to meet growth in customer 
numbers and new connections and relates to areas of new development. Jemena 
submits that market expansion capital expenditure forecasts are informed by forecast 
volumes of new connections and unit rates.306 Annual volumes of new connections 
for all market trends are based on NIEIR forecasts which follow historical trends.307 
Forecast unit rates are based on historical actual rates from the earlier access 
arrangement period and the forecast 2009–10 unit rates.308  

Jemena’s proposed total capital expenditure for market expansion of $371 million 
($2009–10) is 58 per cent higher than the $234.8 million ($2009–10) incurred in the 
earlier access arrangement period.309 

Jemena submits that its proposed market expansion capital expenditure is justified 
under r. 79(2)(b) of the NGR.310 This states that capital expenditure is justified if the 
present value of the expected incremental revenue exceeds the present value of the 
capital expenditure. In cases where the NPV of the capital expenditure exceeds the 
NPV of incremental revenue Jemena will seek a capital contribution (which is 
excluded from the capital base) from the relevant user to make up the difference. In 
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this manner only market expansion capital expenditure that complies with r. 79(2) of 
the NGR will be added to the capital base.311 

The PB report considers the methodology used to develop the market expansion unit 
rates is sound and is based on historical costs with an allowance for future trends. 312 
The PB report considers the CEG report313 provides the best possible basis for 
forecasting unit rates for market expansion capital expenditure, which therefore 
complies with r. 74 of the NGR. The PB report considers that, because market 
expansion projects are customer initiated, any market expansion project will comply 
with r. 79 of the NGR.314 

Both the EMRF and the EUAA submit that the level of capital expenditure is high 
compared with the demand forecasts. The AER considers that Jemena’s proposal 
shows that new connections and demand are forecast to increase in a manner that 
reflects a decreasing rate of gas usage per new connection, particularly for volume 
customers (see chapter 11 of this draft decision). Market expansion capital 
expenditure is driven by new connections. The AER considers that the higher rate of 
new connections is consistent with a lower rate of increasing demand for gas in 
circumstances where the average gas usage per customer is falling.  

The Wilson Cook report considers the forecast level of market expansion is 
reasonable in scope, but is not able to verify the cost efficiency of the proposed 
expenditure.315 As outlined, the Wilson Cook report recommends that the JAM 
margin is removed and AER considers removing the overhead allocation.316  

The AER considers Jemena demonstrates a relationship between the proposed market 
expansion works and the forecast number of new connections as approved in the 
demand chapter of the draft decision. The new connections capital expenditure is 
necessary for Jemena to provide connections and services for new customers.  

The AER also agrees with the Wilson Cook report that Jemena has not demonstrated 
that the proposed market expansion capital expenditure is the lowest sustainable 
cost.317 While the AER considers some level of overhead may be appropriate if JAM 
undertakes the work, the AER has not been able to determine which market expansion 
projects are undertaken in-house by JAM and what level of overhead margin is 
appropriate. The AER considers that a level of market expansion capital expenditure 
of $332.2 million ($2009–10) is consistent with the NGR by removing the margin and 
overhead allocation.318  
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Therefore, Jemena is required to amend its access arrangement as outlined at 
amendments 3.3 to 3.5. 

System reinforcement, renewal and replacement capital expenditure 
System reinforcement, renewal and replacement capital expenditure is designed to 
maintain capacity for existing customers and provide capacity for future market 
expansions. These types of projects include capacity development, mains and services 
renewals, mines subsidence, stay in business and supervisory control and data 
acquisition (SCADA), meter renewal and upgrade and government authority work.319 
The key factors underpinning capital expenditure forecasts for this category are: 

 desktop estimates based on average unit rates from comparable recent projects  

 ad hoc renewal of mains and services (forecasts are based on historical levels) 

 for mines subsidence, forecast capital expenditure is based on the current scope of 
proposed activities as at April 2009 

 life expectancy of assets (unit rates are based on historic actual rates and forecast 
2009–10 rates) 

 the moving of mains as required by authorities from time to time (forecasts are 
based on historical trends).320  

Jemena’s proposed system reinforcement, renewal and replacement capital 
expenditure of $381.0 million ($2009–10) is 40 per cent higher than the capital 
expenditure of $272.5 million ($2009–10) in the earlier access arrangement period.321  

Jemena submits that the proposed capital expenditure associated with this category is 
necessary to maintain and improve the safety or integrity of services, to comply with a 
regulatory obligation or requirement, or to maintain the service provider’s capacity to 
meet levels of demand for services.322 Jemena provides a high-level justification 
under the four criteria set out at r. 79(2)(c) of the NGR for the sub-categories that 
make up the proposed system reinforcement, renewal and replacement capital 
expenditure. A summary of this justification is set out at Table 3.7. 
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Table 3.7: Jemena's justification for system reinforcement, renewable and replacement capital expenditure for 2010–2015 ($m, real, 2009–10) 

Sub-category Relevant 
rule  Justification Expenditure 

Growth capacity 
development 

r. 79(2)(c)(ii) 
r. 79(2)(c)(iv) 

In terms of reliability and security Jemena must maintain and improve the integrity of services. 
Jemena must continue to deliver services in accordance with contracted terms and conditions 
and improve capacity for growth. 

$86.0 million 
145 projects 

Mains and services 
renewal 

r. 79(2)(c)(i) 
r. 79(2)(c)(ii) 

Jemena must fulfil obligations under the Gas Supply (Safety and Network Management). 
Regulation 2008, and where applicable the Pipelines Regulation 2005, and the pipeline licences 
held by Jemena in respect of the trunk pipelines.  
In terms of reliability and security Jemena must maintain and improve the integrity of services. 

$39.0 million 
13 projects planned  

Mines subsidence r. 79(2)(c)(i) 
r. 79(2)(c)(ii) 

Jemena must fulfil obligations under the Gas Supply (Safety and Network Management). 
Regulation 2008 and where applicable the Pipelines Regulation 2005 and the pipeline licences 
held by Jemena in respect of the trunk pipelines. 
In terms of reliability and security Jemena must maintain and improve the integrity of services. 

$5.5 million 
1 project 

Stay in business 
facilities and 
SCADA 

r. 79(2)(c)(ii) 
r. 79(2)(c)(iv) 

In terms of reliability and security Jemena must maintain and improve the integrity of services. 
Jemena must continue to deliver services in accordance with contracted terms and conditions 
and improve capacity for growth. 

$113.7 million 
56 facilities and renewal projects  
5 SCADA facilities and upgrade 
projects 

Meter renewal and 
upgrade 

r. 79(2)(c)(ii) 
r. 79(2)(c)(iii) 

In terms of reliability and security Jemena must maintain and improve the integrity of services. 
Jemena must meet obligations imposed by the Gas Supply (Gas Meters) Regulation 2002 and 
any other relevant regulation. 

$133.7 million 
15 upgrade and renewal projects  

Government 
authority work 

r. 79(2)(c)(iii) Jemena must meet obligations imposed by the Gas Supply (Gas Meters) Regulation 2002 and 
any other relevant regulation. 

$3.1 million 
Allocation based on historical trend 

Total    $381 million 

Source: Jemena, Access arrangement information, August 2009, pp. 112–115 and Jemena, Access arrangement information, August 2009, Appendix 7.6 
(confidential). 
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The Wilson Cook report considers that the capital expenditure is prudent in terms of 
scope and timing, but the cost efficiency of this expenditure has not been 
demonstrated.323 The AER agrees that Jemena has not demonstrated that its forecast 
capital expenditure is that which would be incurred by a prudent service provider 
acting efficiently, in accordance with accepted good industry practice, to achieve the 
lowest sustainable cost of providing services.324 

In order to support that the system reinforcement, renewal and replacement capital 
expenditure reflects efficient costs, the Wilson Cook report outlines the following 
information is required: 

 business cases for the projects and programmes planned 325 

 detailed costing studies326  

 evidence of competitively bid rates or robust market testing327 

 reconciliation of the total overhead costs and margins.328  

The Wilson Cook report concludes that no business cases or detailed project related 
papers were provided other than in respect of two particular projects, and the 
information on costs of the projects and programmes that was provided was minimal 
and did not include any bottom-up analysis.329  

The Wilson Cook report outlines that accepted good industry practice would normally 
require the completion of a business case before commencement of work.  

This is in line with Jemena's own capital project governance gates process.330 
Preceding a business case, Jemena indicates that JAM provides it with information 
concerning project need, an assessment of alternative options, feasibility, refinement 
of cost estimates, review of scope, cost, time and quality, economic evaluation and 
project benefits. 331 This information was not provided to the AER for all individual 
projects listed in Jemena's capital expenditure proposal. While the AER notes that 
projects in the earlier years of the access arrangement period are generally at more 
advanced stages of planning than those in later years, the AER cannot approve capital 
expenditure without sufficient supporting documentation to ensure that the 
requirements of the NGR are met.  
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In many cases the Wilson Cook report considers that the individual projects appear 
reasonable in timing and are scheduled to commence at a time consistent with timing 
that would be expected of a prudent operator.332 The AER accepts this. However, in 
light of Wilson Cook's comments above and a lack of supporting documentation for 
individual projects, the AER considers that Jemena does not demonstrate whether the 
proposed works can be undertaken within the proposed timeframes. For instance, in 
the absence of a business case or a project management plan, Jemena does not 
demonstrate the availability of resources to manage and complete works within the 
proposed timeframe. Nor does Jemena demonstrate whether works that are scheduled 
in the latter part of the access arrangement period depend on the completion of works 
scheduled earlier in the access arrangement period and the inherent risks any delay to 
the earlier works have on the later works. This has a bearing on whether Jemena's 
capital expenditure can be considered efficient or if it is in accordance with accepted 
good industry practice.333 Consistent with this, Jemena's project governance gating 
process indicates that it would have at least a business case established for those 
projects planned within one year of commencement of the access arrangement 
period.334 

The AER considers that while Jemena has provided a high level description of why 
projects meet the requirements of the NGR, the AER has not been given enough 
information to determine whether individual projects that make up the system 
reinforcement, renewal and replacement capital expenditure meet the requirements of 
r. 79 of the NGR. 

The AER further notes that in addition to the concerns about the timing and delivery 
of projects there was no information provided that evaluated or demonstrated that the 
proposed capital expenditure was the least cost option selected. Nor does Jemena 
provide sufficient information to demonstrate as outlined above that together with the 
explicit margin and 6 per cent overhead that the total proposed project cost for system 
reinforcement, renewal and replacement capital expenditure is the lowest sustainable 
cost consistent with the NGR.335  

In light of these comments, the AER and the Wilson Cook report cannot determine 
whether individual projects that make up the capital expenditure are efficient based on 
the information provided by Jemena. 

The AER approves a baseline level of expenditure based on historical levels of capital 
expenditure for the majority of the proposed system reinforcement, renewal and 
replacement capital expenditure for the access arrangement period. This approach is 
adopted because there is an absence of information to support the higher proposed 
level of expenditure, and concerns that the proposed scope of work can be delivered 
without detailed business plans and capital programming within the proposed 
timeframes. Further, the AER considers that the historical capital expenditure is a 
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good indication of the level of capital expenditure that Jemena is capable of delivering 
in the access arrangement period. 

Further the Wilson Cook report identifies three items that should not be included as 
capital expenditure, but should be treated as expenses. They are: 

 mines subsidence ($5.5 million, $2009–10) because no new assets are created or 
lives of existing assets, when repaired, are not extended336 

 ad hoc mains and services renewals ($9.4 million, $2009–10) because this is more 
in the nature of repair work, rather than renewals, with no significant 
improvement in the value of the asset base337  

 pigging and integrity digs ($13.7 million, $2009–10) because these types of works 
are considered monitoring and maintenance and do not appear to relate to the 
addition of a new asset or to remedial work that would extend the life of an 
existing asset.338 

The AER agrees with the Wilson Cook report and considers that these items are not 
conforming capital expenditure under r. 79(1) of the NGR as the expenditure is not of 
a capital nature incurred to provide, or in providing, pipeline services.339 

The AER assesses Jemena's proposed expenditure on ad hoc mains and services 
renewals and pigging and integrity digs as operating expenditure in chapter 9 of the 
draft decision.  

The AER notes there are four projects for which more detailed information is 
provided in the PB report and the Jemena access arrangement proposal. The 
information provided for these four projects contain some elements of what may be 
considered a supporting business case.340 These are: 

 the Wakehurst Parkway secondary main project ($8.3 million, $2009–10)341 

 the Smithfield to Liverpool programmed mains and services renewal project 
($1.2 million, $2009–10)342 

 the Tempe primary regulating station (PRS) - regulator/instrumentation upgrade 
($1.0 million, $2009–10)343 

                                                 
 
336  Wilson Cook report, pp. 63–64. 
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338  Wilson Cook report, p. 58. 
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 the industrial and commercial aged meter replacement project ($23.5 million, 
$2009–10).344 

While complete business cases have not been provided for these projects the AER 
considers these projects are required to be completed during the access arrangement 
period. The AER proposes to approve capital expenditure for these four projects as 
additions to the baseline capital expenditure, but at a lower value to remove the profit 
margin and the flat 6 per cent overhead. The AER considers that capital expenditure is 
necessary: 

 to maintain Jemena’s capacity to meet levels of demand for services at the time 
the capital expenditure is incurred (Wakehurst Parkway project)345 

 to maintain and improve the safety of services, or to maintain the integrity of 
services, or to comply with a regulatory obligation or requirement (Smithfield to 
Liverpool project, Tempe project, and aged meter replacement project)346 

Jemena proposes $381.0 million ($2009–10) for system reinforcement, renewal and 
replacement capital expenditure. When the adjustments discussed above are made the 
AER considers that capital expenditure of $146.9 million ($2009–10) is that which 
would be incurred by a prudent service provider acting efficiently in accordance with 
accepted good industry practice to achieve the lowest sustainable cost of providing 
services. This represents a 61.4 per cent reduction in the capital expenditure proposed 
by Jemena. 

Therefore, Jemena is required to amend its access arrangement as outlined at 
amendments 3.3 to 3.5. 

Non-system assets capital expenditure 
Non-system assets capital expenditure relates to assets such as motor vehicles, 
leasehold improvements, buildings and land, IT and communications and planned 
fixed and mobile plant and equipment.347 The main drivers are asset condition 
(largely driven by age), plans to relocate the Jemena control centre, a range of IT 
projects (to overcome the under-investment in IT systems in recent years) and 
expenses associated with fixed and mobile plant and equipment.348 

Jemena’s proposed non-system assets capital expenditure of $133.2 million ($2009–
10) is 170 per cent higher than the capital expenditure of $49.3 million ($2009–10) in 
the earlier access arrangement period. A large increase in capital expenditure for the 
non-system assets category is due to the costs of proposed upgrades to Jemena’s IT 
systems of $94.7 million ($2009–10).349  
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With the exception of IT and communications, Jemena submits that the proposed 
capital expenditure is necessary to maintain the service provider’s capacity to meet 
levels of demand for services existing at the time the capital expenditure is 
incurred.350  

Excluding capital expenditure on IT and land, buildings and leasehold assets, the AER 
approves a baseline capital expenditure for non-system assets based on historical 
capital expenditure in the earlier access arrangement period as the amount that Jemena 
will require during the access arrangement period. Land and buildings and the IT 
capital expenditure are considered below. 

The reasons the AER is applying a baseline approach for most non-system assets are 
similar to those outlined above in relation to system reinforcement, renewal and 
replacement capital expenditure. That is, on the basis of the information provided by 
Jemena neither the AER nor the Wilson Cook report351 can determine whether the 
individual projects that comprise the capital expenditure are efficient and represent 
the lowest sustainable cost of delivering services.352 

Concerning land buildings and leasehold capital expenditure, the Wilson Cook report 
considers that a component for the provision of workstations should be removed 
because this expenditure has not been justified. 353 The AER agrees with this. The 
remaining capital expenditure in this category appears reasonable. 354 The AER 
considers that this expenditure is reasonable, apart from the inclusion of the flat 
6 per cent overhead allocation and the margin.355 

In relation to the IT capital expenditure, Jemena submits that it is justified because the 
overall economic value of the expenditure is positive, or it is necessary to maintain 
and improve the safety or integrity of services, to comply with a regulatory obligation 
or requirement, or to maintain the service provider’s capacity to meet levels of 
demand for services.356 Jemena relies on the KPMG report to support its proposal. 
However, neither Jemena nor the KPMG report demonstrates how the economic value 
of the proposed IT and communications capital expenditure is positive.357 

Overall, the KPMG report considers the IT capital expenditure for the access 
arrangement period to be reasonable and largely aligned to the NGR requirements. 358 
Despite considering that the IT capital expenditure is compliant with r. 74 of the 
NGR, the KPMG report considers Jemena does not provide enough detail around the 
forecasts to enable a clear understanding of the basis of the forecasts. The KPMG 
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report notes that only a high level description of costs is provided to support the IT 
capital expenditure.359 

The KPMG report considers Jemena’s IT program is compliant with r. 79 of the NGR. 
Nevertheless, the KPMG report states that the process Jemena undertook to determine 
whether the IT projects comply with r. 79 of the NGR is not defined.360  

Consistent with its findings for other components of Jemena's proposed capital 
expenditure programme, the Wilson Cook report considers the forecast non-system 
assets capital expenditure is reasonable in scope, but it is not able to verify whether it 
is cost efficient. In coming to this conclusion, the Wilson Cook report highlights the 
lack of supporting information, business cases and detailed costings to support the IT 
capital expenditure.361 Further the Wilson Cook report highlights that Jemena's own 
consultants require that the 6 per cent overhead and JAM margin be investigated, 
documented, verified and approved.362  

The AER agrees with this conclusion and on this basis and the reasons mentioned 
above363 removes the profit margin and 6 per cent overhead from all the proposed IT 
capital expenditure. The AER considers that Jemena has not provided sufficient 
information that the forecast capital expenditure, including the flat 6 per cent 
overhead allocation and the profit margin, are efficient and represent the lowest 
sustainable costs of delivering services, consistent with the NGR.364  

Further the Wilson Cook report identifies three items and relevant amounts that 
should be removed from the capital base: 

 a contingency sum for customer services, metering and billing ($2.37 million, 
$2009–10))365 because the purpose of this contingency amount was not 
identified366 

 organic growth infrastructure as a component of IT infrastructure ($2.0 million, 
$2009–10)367 because this item is not explained and costs relative to software 
licences linked to connection numbers appear to be accounted for separately368 

 AER - market changes and access arrangements ($1.1 million, $2009–10)369 
because this item is not explained and should not be capitalised. 370 
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The AER agrees with the Wilson Cook report regarding these issues. The AER 
considers that Jemena does not demonstrate that these items meet the requirements of 
r. 79 of the NGR because they are not of a capital nature consistent with the definition 
of capital expenditure. The AER therefore removes these items from the proposed 
capital expenditure. 

Further, the AER notes that there are anomalies in Jemena's access arrangement 
proposal as shown in Table 3.8. 

Table 3.8: Anomaly with Jemena's forecast IT expenditure for 2010–2015 
($m, real 2009–10) 

 2009–10 2010–11 2011–12 2013–14 2014–15 Total 

Appendix 7.3 21.8 16.5 13.4 25.6 30.6 107.9 

IT strategic plan 19.8 15.0 12.0 22.3 25.6 94.7 

Source:  Jemena, Access arrangement information, August 2009, appendix 7.3, p. 6; 
Jemena, Access arrangement information, August 2009, appendix 7.2, p. 75; 
Jemena, Access arrangement information, August 2009, pp. 111, 116. 

The AER notes Jemena's IT strategic plan has IT capital expenditure of $94.7 million 
($2009–10),371 but a value of $107.9 million ($2009–10) in the total non-system asset 
capital expenditure of $133.2 million ($2009–10) in appendix 7.3 of the access 
arrangement information.372 Jemena does not explain this anomaly between the 
$107.9 million ($2009–10) value and the $94.7 million ($2009–10) value.  

The AER also notes that Jemena's main suppliers of software and technologies have 
increased prices to Jemena across all applications and hardware products ranging 
from 25 per cent to 33 per cent and so Jemena has experienced a one off step change 
in the costs of software licences and IT infrastructure.373 Jemena submits that the 
outlook for software and hardware prices is priced on the long term average for the 
Australian dollar and prices are typically set once a year based on an annual 
agreement. 374  

The AER cannot determine from the information provided by Jemena how the IT 
capital expenditure forecasts are adjusted for exchange rate movements, the extent to 
which Jemena hedges its exchange rate risk or incurs these costs as a part of 
WOBCA, or if these risks are material.  

The AER notes Jemena's concern that there has been an historical underinvestment in 
IT systems375 and, as the Wilson Cook report notes, Jemena may have fallen behind 
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the Australian gas industry in the use of IT systems and applications.376 The AER 
notes that a baseline approach to forecasting IT may not be appropriate in this case 
given the historical underinvestment.  

The AER notes that Jemena needs to improve its IT systems and approves the 
proposed IT capital expenditure except for those items identified in the Wilson Cook 
report as not being adequately justified or explained. The AER reduces the proposed 
amount of $107.9 million ($2009–10) by removing those items and the flat 6 per cent 
overhead cost and the profit margin that applies to the proposed IT capital expenditure 
in the access arrangement period for the reasons outlined above.377 

Jemena proposes $133.2 million ($2009–10) for non-system assets capital 
expenditure. The AER considers that capital expenditure of $96.8 million ($2009–10) 
is that which would be incurred by a prudent service provider acting efficiently in 
accordance with accepted good industry practice to achieve the lowest sustainable 
cost of providing services.378 This represents a reduction of 27.4 per cent in the capital 
expenditure proposed by Jemena. 

Jemena is required to make amendments 3.3 to 3.5. 

Cost escalators 
Jemena proposes to apply a number of real cost escalators to both its forecast 
operating expenditure and capital expenditure. The AER’s assessment of Jemena’s 
proposed escalators is covered in detail in this section of the draft decision as relevant 
to both capital expenditure and operating expenditure. 

Jemena’s approach is to classify expenditure into different input cost categories and to 
then escalate these categories individually.379 The categories Jemena proposes are: 

 enterprise bargaining agreement (EBA), electricity, gas and water (EGW) labour 

 contract EGW labour 

 aluminium 

 steel 

 polyethylene 

 concrete. 

Jemena proposes to escalate these cost categories at the rates in Table 3.9. These rates 
are based on those developed in a report written by CEG (the CEG cost escalators 
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report).380 Jemena’s proposed escalators for operating expenditure are based on 
financial years, while those proposed for capital expenditure are based on calendar 
years. 

Table 3.9: Real cost escalators (%) 

Financial year 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

EBA EGW labour 1.8 1.3 2.1 1.9 1.6 1.8 

Contract labour 1.8 1.4 2.1 4.0 4.4 4.1 

Aluminium –7.9 9.9 9.0 7.7 6.6 5.9 

Steel –18.0 8.4 6.3 1.5 0.9 0.8 

Polyethylene 0.6 2.0 1.1 0.3 0.2 0.2 

Concrete 3.0 1.5 3.4 3.0 1.8 0.9 

Calendar year 2009 2010 2011 2012 2013 2014 

EBA EGW labour 1.6 2.3 2.2 2.0 1.7 1.7 

Contract labour 1.9 1.5 1.6 3.1 4.4 4.3 

Aluminium –29.5 12.5 9.2 8.6 7.0 6.2 

Steel –31.6 9.9 6.5 3.8 1.0 0.9 

Polyethylene –7.0 4.5 1.5 0.7 0.2 0.2 

Concrete 6.8 0.7 2.7 3.6 2.3 1.3 

Source:  Jemena, Access arrangement information, August 2009, Appendix 6.4: CEG, 
Escalation factors affecting expenditure forecasts a report for Jemena Gas 
Networks, June 2009, p. 2. 

Jemena proposes additional escalators to account for the effect of a Carbon Pollution 
Reduction Scheme (CPRS).381 These are shown in Table 3.10. The CPRS related 
escalators are proposed to be added to those above to arrive at a final real cost 
escalation rate. 
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Table 3.10: Emissions trading scheme escalators (%) 

Financial 
year 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

Aluminium 0.0 0.0 0.3 0.4 0.1 0.0 

Steel 0.0 0.0 0.7 1.2 0.1 0.1 

Polyethylene 0.0 0.0 0.5 0.8 0.1 0.1 

Concrete 0.0 0.0 0.3 0.5 0.1 0.1 

Calendar 
year 2009 2010 2011 2012 2013 2014 

Aluminium 0.0 0.0 0.1 0.4 0.3 0.0 

Steel 0.0 0.0 0.3 1.1 0.7 0.1 

Polyethylene 0.0 0.0 0.2 0.7 0.5 0.1 

Concrete 0.0 0.0 0.1 0.4 0.3 0.0 

Source:  Jemena, Access arrangement information, August 2009, Appendix 6.4: CEG, 
Escalation factors affecting expenditure forecasts a report for Jemena Gas 
Networks, June 2009, p. 3. 

While the AER considers that Jemena’s proposed use of financial years to project 
operating expenditure is appropriate, it does not consider it appropriate to use 
calendar years for capital expenditure. Instead, financial years should be used for both 
operating expenditure and capital expenditure. 

The AER considers that the use of calendar years has the effect of introducing a six 
month lag to capital expenditure cost escalators. This is illustrated by considering the 
capital expenditure escalators applied in the 2014–15 financial year. Jemena proposes 
that, for capital expenditure, this should be based on the calendar year escalator which 
is calculated by comparing the average price in 2014 and the average price in 2013. 
As such it does not include compensation for price changes in the first half of 2015.  

As this proposal has the same effect as introducing a six month lag to the real cost 
escalators, the AER considers that its previous analysis of lags remains valid, the 
AER found insufficient evidence for the use of lags between changes in raw materials 
prices and input cost prices.382 The AER maintains its assessment383 that financial 
year escalators provide the best forecast possible in the circumstances, as required by 
r. 74(2) of the NGR. 

Labour escalators 
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The CEG cost escalators report separately forecasts changes in EBA labour and 
contract labour costs.384 The EBA labour cost forecasts rely on actual changes in staff 
costs where available and where actual data is not available they are based on an 
average of forecasts from BIS Shrapnel, Macromonitor and Econtech.385 The only 
difference for contract labour costs, is that Econtech’s forecasts are not used to 
calculate labour escalation rates. The Macromonitor report was prepared in March 
2009 while the BIS Shrapnel report was prepared in May 2009. The CEG cost 
escalators report also applies a method which ensures that the transition from annual 
historical labour cost data to quarterly forecasts is implemented in an unbiased 
manner.386  

The AER considers that since the publication of these reports, there have been 
significant changes in the economic outlook as well as fluctuations in some relevant 
economic data which may result in these older reports no longer providing the best 
forecast possible in the circumstances, as required by r. 74(2)(b) of the NGR. 
Therefore the AER commissioned a report from Access Economics to forecast labour 
costs for the electricity, gas and water sector of the Australian economy on a state by 
state basis to confirm whether weaker employment conditions in the electricity, gas 
and water sector has impacted labour costs.387  

The methodology used by Access Economics forecasts wages using a formal 
macroeconomic model based on business cycle factors, productivity factors and 
relative wage factors.388 This approach does not include analysis of business specific 
arrangements such as collective and individual agreements. Even though Access 
Economics uses industry sector data to forecast labour cost escalators, the AER 
considers the fact that these forecasts are able to take into account more recent 
developments in the labour market more than offsets any limitations in not being able 
to forecast EBA and contract cost escalators. 

The AER considers that consideration of more up to date forecasts by Access 
Economics is consistent with the requirements of r. 79 of the NGR and r. 74(2) of the 
NGR because it takes into consideration recent developments in the economy.  

The AER has compared the forecasts prepared by CEG and the more recent forecasts 
prepared by Access Economics. The AER does not accept Jemena’s proposed real 
labour cost escalators as it considers the Access Economics forecasts better account 
for more recent developments in the economic outlook. Further, the AER considers 
that these escalators should be updated in the final decision to allow for consideration 
of any further changes in economic circumstances to determine an estimate consistent 
with the requirements of the NGR. 
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The AER considers EMRF's submission that Jemena has demonstrated an increase in 
efficiency offsetting real wage increases does not clearly establish that there has been 
such an increase in efficiency. The AER considers that, given the yearly variance in 
both operating and capital expenditure projects and the possibility of deferring 
proposed expenditure, it is extremely difficult to calculate an annual efficiency 
improvement from the high level data presented in the access arrangement 
information. Further, the AER considers that a more appropriate method to correct for 
productivity improvements would be to use a productivity adjusted real labour cost 
index for EGW and general labour. 

Materials escalators 
(a) Application of materials escalators to capital expenditure 

The AER notes that Jemena proposes to include cost escalators for a number of input 
materials.389 To do so, it uses a general materials cost escalator which is a simple 
average of the escalators for aluminium, steel, polyethylene and concrete. In addition 
to this, Jemena also proposes to separately apply an escalator for concrete. 

The AER considers that applying a simple average to create a general materials cost 
escalator is not likely to accurately reflect the proportion of materials used in the 
capital expenditure program. In the absence of information, the AER is unable to 
establish the correct proportion of material costs to attribute to each material input. 
The AER considers that the proposed approach of applying an average or general real 
cost escalator across the material input costs does not provide the best estimate 
possible in the circumstances as required by r. 74(2)(b) of the NGR.  

The AER notes EMRF’s submission that CPI should be used to escalate materials. For 
operating expenditure the AER considers that the CPI provides a reasonable basis and 
the best estimate possible in the circumstances as required by r. 74(2)(b) of the NGR 
and is consistent with r. 79 of the NGR. For capital expenditure, however, the AER 
considers that there is no reason why the price changes of the materials considered 
cannot diverge from the CPI as the CPI is a far more broadly based index. 
Accordingly, increases in the materials considered may be offset by decreases in other 
items not used in gas distribution but which are used in calculating the CPI. The AER 
considers that it is appropriate to apply specific materials escalators for capital 
expenditure. This is because capital expenditure programs are project based and so 
allow for an estimation of the specific amount of each material that will be used in a 
project. 

(b) Aluminium and steel 

To forecast real cost escalators for aluminium, the CEG cost escalators report relies 
on futures prices for aluminium sourced from the London Metal Exchange (LME) for 
the period to July 2011, thereafter it relies on Consensus Economics’ forecasts to 
derive real cost escalators for the remainder of the access arrangement period. As 
Consensus Economics’ long term forecasts cover a time period of five to ten years, 
the CEG cost escalators report assumes that these forecasts refer to a period of 7.5 
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years. The CEG cost escalators report then applies linear interpolation for available 
LME futures prices at three months, seven months and 27 months, and the Consensus 
Economics’ forecast of 90 months.  

The CEG cost escalators report uses Consensus Economics’ forecasts to derive the 
real cost escalators for steel over the access arrangement period, as no liquid futures 
price market exists for steel.390 This approach is consistent with that approved by the 
AER in recent decisions. 

The AER acknowledges the EMRF’s submission on exchange rates.391 The AER 
notes the difficulty associated with forecasting exchange rates, has analysed the 
approach used in the CEG cost escalator report and has considered alternative ways to 
forecast exchange rates. A reasonable method that produces a better estimate than the 
proposed method has not been identified. This issue is also relevant to the AER’s 
assessment of the proposed escalator for polyethylene. 

The AER accepts Jemena’s proposed approach for calculating real cost escalators for 
aluminium and steel and the AER considers the method applied is reasonable.392 
However, but the AER uses more up to date forecasts to provide the best forecast 
possible in the circumstances, as required by r. 74(2)(b) of the NGR and for 
consistency with r. 79 of the NGR.  

(c) Polyethylene and nylon-11 

Jemena predominantly uses nylon-11 pipes but as the CEG cost escalators report 
notes there is no liquid futures market or long-term price forecast available for this 
material.393 The CEG cost escalators report also notes that polyethylene is a substitute 
for the use of nylon-11 in gas mains and that some gas network providers in Australia 
use polyethylene pipes in preference to nylon-11. The CEG cost escalators report 
proposes that polyethylene prices are a reasonable substitute for forecasting nylon-11 
prices.394 

In order to forecast the real cost escalators for polyethylene over the access 
arrangement period, Jemena proposes a two stage process. First, Jemena demonstrates 
a historical relationship between crude oil prices and thermoplastic resin (which 
includes polyethylene) prices using an econometric model. Second, the historical 
relationship is used to create a forecast price index for thermoplastic resin. 
Forecasting over the access arrangement period is possible as crude oil futures prices 
are available from the New York Mercantile Exchange (NYMEX) until 2017.395   
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expenditure forecasts a report for Jemena Gas Networks, p. 21. 
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The AER considers that the econometric model proposed by Jemena appears to out 
perform other models considered by Jemena’s consultants.  

The AER has identified two weaknesses with Jemena’s proposed method for 
forecasting a real price escalator for nylon-11. The first is the implied relationship 
between nylon-11 and crude oil. The second is the construction of the forecast price 
index.  

The AER remains unconvinced about the validity of the relationship between nylon-
11 and crude oil, as crude oil is not an input into the production of nylon-11. The 
AER notes that neither Jemena’s submission nor the CEG cost escalators report 
provides sufficient evidence to support a relationship between nylon-11 and crude oil 
prices other than the fact that nylon-11 and polyethylene are substitutes. The AER 
does not consider that the escalator has been arrived at on a reasonable basis.396  

The AER also reviewed the basis for establishing the forecast price index. The first 
stage estimates the historical relationship between crude oil prices and thermoplastic 
resin prices and to do so uses price indexes from the Bureau of Labour Statistics. 
These price indexes show changes in nominal prices paid by producers for these 
commodities. However, when forecasting the price index for polyethylene, the 
forecast crude oil price index is based on the change in real crude oil prices 
denominated in Australian dollars.  

The AER does not consider this approach is appropriate as the estimated relationship 
between crude oil prices and thermoplastic resin prices includes the effects of 
inflation. This is because the relationship is based on nominal prices. Applying this 
approach leads to double counting of inflation as the forecast price, which includes 
the influence of inflation, is inflated again in the calculation of revenue. Further, the 
AER considers that financial information and calculations should be done on a 
consistent basis as required under r. 73(3) of the NGR. However, Jemena’s proposal 
uses different bases for the forecast price index by using a nominal price index based 
on US dollars to develop the econometric model and a real price index based on 
Australian dollars to develop the forecast price index. 

As the relationship between nylon-11 and polyethylene has not been clearly 
established and there is the potential for double counting of inflation, the AER does 
not consider that the method proposed by Jemena for forecasting a price index for 
polyethylene represents the best forecast or estimate possible in the circumstances as 
required by r. 73(3) of the NGR and r. 74(2) of the NGR. As such, the AER does not 
accept Jemena’s proposed real cost escalator for polyethylene.  

(d) Concrete 

The cost escalator for concrete (in the CEG cost escalators report) relies on a report 
from Macromonitor (the Macromonitor report).397 The Macromonitor report examines 
three historical price indexes related to concrete: ‘ready mixed concrete used in 

                                                 
 
396  NGR, r. 74(2)(a). 

397  Macromonitor, Forecasts of cost indicators - Electricity, gas and water sector New South Wales, 
March 2009. 



 

 65

houses’, ‘concrete slurry manufacturing – price of output’ and ‘ready mixed concrete 
used in buildings other than houses’. The Macromonitor report then examines the 
relationship between the ready mixed concrete used in houses price index and total 
construction work done. This relationship forms the basis of the forecasts in the 
Macromonitor report.398  

The AER considers that it is not clear from the Macromonitor report which price 
index is being forecast. The AER also notes that the ‘ready mixed concrete used in 
houses’ price index and the price indexes for ‘concrete slurry manufacturing – price 
of output’ and ‘ready mixed concrete used in buildings other than houses’ seem to 
diverge in 1992. Given the differences in the price indexes, the AER considers that to 
derive a best estimate arrived at on a reasonable basis Jemena’s proposal needs to 
outline which price index is used. 

The forecasting methodology in the Macromonitor report is not transparent or 
reproducible. The Macromonitor report only illustrates the annual percentage changes 
in the ready-mixed concrete used in houses price index and total construction work 
done; but does not demonstrate the statistical validity of this relationship. The AER 
does not consider that this provides a reasonable basis to verify that the forecast is the 
best possible in the circumstances as required by r. 74(2) of the NGR.  

As it is unclear which price index is being forecast and how the forecast is derived, 
the AER does not consider that the proposed real cost escalator for concrete meets the 
requirements of r. 74(2)(b) of the NGR.  

Carbon pollution reduction scheme escalators 
To forecast the effects of the CPRS on the above materials inputs, the CEG cost 
escalators report analyses input–output tables to estimate the amount of carbon 
dioxide (CO2) generated in the production of the input materials. This estimated 
quantity of CO2 is then priced according to expected prices under the CPRS.  

The escalators incorporating the cost of the CPRS developed in the CEG cost 
escalators report are based on the assumption that forecast prices for materials do not 
include the potential costs relating to the CPRS.399 However, the AER considers that 
this assumption contradicts another statement in the CEG cost escalators report that if 
there were a better estimate (than futures market prices) of future prices then investors 
could expect to profit by buying/selling futures until today’s price reflected the best 
estimate of spot prices on the relevant future date.400 The AER considers that futures 
prices include forecast costs for the CPRS and provide a best estimate of forecast 
material prices as required under r. 74(2)(b) of the NGR. 

As an example, when the Australian Government announced on 4 May 2009 that the 
commencement of the CPRS has been delayed for one year to 1 July 2011, the 

                                                 
 
398  Macromonitor, Forecasts of cost indicators - Electricity, gas and water sector New South Wales, 

March 2009, pp. 22–25 
399  Jemena, Access arrangement information, August 2009, appendix 6.4: CEG, Escalation factors affecting 

expenditure forecasts a report for Jemena Gas Networks, pp. 25–29. 

400  Jemena, Access arrangement information, August 2009, appendix 6.4: CEG, Escalation factors affecting 
expenditure forecasts a report for Jemena Gas Networks, p. 8. 
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forward electricity contract price for 2010–11 dropped by up to 13 per cent, indicating 
that estimates of the costs of the CPRS are taken into account in forward prices.401 

As forecasts for cost escalators that are based on future prices will already have the 
cost of the CPRS included, the AER does not consider that the proposed real cost 
escalators relating to the CPRS represent the best forecast possible in the 
circumstances as required by r. 74(2)(b) of the NGR. Accordingly, the AER does not 
accept Jemena’s proposed real cost escalators relating to the CPRS. 

Summary of Jemena’s proposed capital expenditure escalators 
For the reasons outlined above, the AER is not satisfied that the proposed cost 
escalators comply with the requirements of r. 79 of the NGR and r. 74(2) of the NGR. 
As a result the AER requires Jemena to amend its forecast capital expenditure by 
applying the real cost escalators set out in Table 3.11 and amendment 3.3 below. The 
AER considers that these escalators should be updated in the final decision to allow 
for consideration of changes in economic circumstances and updated data to meet the 
relevant rule requirements. 

The AER notes that the purpose of its cost escalation methodology is to create a 
targeted escalation formula specifically directed at the Jemena's costs, as is supported 
by the EMRF.  

Table 3.11: Capital expenditure escalation factors for Jemena (%, real) 

 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

EBA EGW 
labour 2.1 0.1 0.5 1.1 1.5 1.4 

Contract 
labour 2.1 0.1 0.5 1.1 1.5 1.4 

Aluminium –4.9 30.0 16.2 6.6 2.5 –2.4 

Steel –27.7 34.6 20.9 5.1 1.0 –1.0 

Polyethylene 0.0 0.0 0.0 0.0 0.0 0.0 

Concrete 0.0 0.0 0.0 0.0 0.0 0.0 

 

Summary of forecast capital expenditure 
In light of the analysis above, the AER does not consider that Jemena’s proposed 
forecast capital expenditure complies with the requirements of r. 79 of the NGR. That 
is, it does not represent capital expenditure that would be incurred by a prudent 
service provider acting efficiently, in accordance with accepted good industry 
practice, to achieve the lowest sustainable cost of providing services.  

The AER also considers that Jemena’s forecast capital expenditure does not represent 
the best forecasts possible in the circumstances.402  
                                                 
 
401  AER, Weekly Market Analysis, 26 April–2 May 2009 and 3 May–9 May 2009. 
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Table 3.12 shows the capital expenditure proposed by Jemena compared with the 
capital expenditure which the AER considers satisfy the new capital expenditure 
criteria of the NGR.403 

Table 3.12: Jemena's proposed and approved capital expenditure for 2010–2015 
($m, 2009–10, real) 

 2009–10 2010–11 2011–12 2013–14 2014–15 Total 

Market expansion       

Jemena proposed 64.7 75.6 80.7 76.8 73.2 371.0 

AER approved 57.0 68.3 73.2 68.8 64.9 332.2 

System 
reinforcement/ 
renewal/replacement 

      

Jemena proposed 82.7 71.4 69.0 69.9 88.0 381.0 

AER approved 33.2 29.9 27.5 27.9 28.4 146.9 

Non-system assets       

Jemena proposed 25.7 20.1 18.1 34.2 35.0 133.2 

AER approved 20.4 15.9 13.3 23.2 24.0 96.8 

Total capital 
expenditure       

Jemena proposed 173.1 167.1 167.8 180.9 196.2 885.2 

AER approved 110.6 114.1 114.0 119.9 117.3 575.9 

 

Jemena is required to amend its access arrangement information as outlined in 
amendment 3.3. 

3.6.3.2 Capital contributions 

Jemena submits it excludes capital contributions of users from the capital base and its 
proposal is consistent with the NGR.404 Rule 82(1) of the NGR provides for a user to 
make a capital contribution towards a service provider’s capital expenditure. 
Accordingly, Jemena’s proposal is consistent with r. 82(1) of the NGR. 

                                                                                                                                            
 
402  NGR, 74(2)(b). 
403  NGR, r. 79. 
404  Jemena, Access arrangement information, August 2009, p. 130. 
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Jemena further submits that by only adding its own contribution to the cost of the 
asset to the capital base, Jemena is prevented from benefiting through increased 
revenue from the user’s contribution.405 

Rules 82(2) and 82(3) allow a user’s contribution to be added to the capital base 
provided the access arrangement contains a mechanism preventing the service 
provider from benefitting through increased revenue from the user’s contribution. As 
Jemena excludes capital contributions for its capital base, r. 82(2) of the NGR and 
r. 82(3) of the NGR do not apply.  

3.6.3.3 Depreciation 

The AER’s consideration of key issues in relation to Jemena’s depreciation schedule 
is set out in chapter 4 of the draft decision.  

In addition to the matters outlined in chapter 4 as a consequence of the required 
amendments to Jemena’s forecast capital expenditure, adjustment to the capital base 
for inflation and the removal of a redundant asset from the proposed roll forward 
capital base, the AER requires an amendment to Jemena’s forecast depreciation under 
r. 78 of the NGR. The depreciation calculated by the AER for the earlier access 
arrangement period compared with Jemena’s proposed depreciation is shown in 
Table 3.13. Jemena must amend its forecast depreciation as outlined in 
amendment 3.4. 

Table 3.13: Forecast depreciation for the access arrangement period ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Jemena’s 
proposal 89.4 100.2 109.9 120.7 135.8 556.0 

AER draft 
decision  88.2   96.7  104.9  112.1  122.0   523.8 

Source: Jemena, Access arrangement information, August 2009, p. 154 and AER 
analysis. 

3.6.3.4 Forecast disposals 

Jemena proposes annual amounts for disposals of assets to be deducted from the 
capital base in the access arrangement period.406 Jemena’s forecast disposals in the 
access arrangement period total $12.9 million ($nominal), compared with 
$14.1 million ($nominal) for the earlier access arrangement period. 

Jemena forecasts annual disposals for mains, services and vehicles based on the 
average amounts in real terms for the years 2006 to 2008.407 In addition, Jemena 
submits that the replacement of regulators in 2009–10 and 2010–11 is required to 
maintain safety at acceptable operating levels.408 The AER considers that Jemena’s 
                                                 
 
405  Jemena, Access arrangement information, August 2009, p. 130. 
406  Jemena, Access arrangement information, August 2009, pp. 125, 127. 
407  Jemena, Access arrangement information, August 2009, p. 130. 
408  Jemena, Access arrangement information, August 2009, p. 130. 
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access arrangement proposal complies with the requirements of r. 78(d) of the NGR, 
which requires that the projected capital base include the forecast value of pipeline 
assets to be disposed of in the access arrangement period. 

3.6.3.5 Adjustment to the capital base for inflation 

The AER’s consideration of Jemena’s approach to estimating expected inflation is 
discussed in chapter 5 of the draft decision.  

The AER notes EMRF’s submission that the RBA’s target inflation range does not 
provide an accurate method for forecasting inflation. 409 The AER considers that the 
use of the RBA's target range as a method for forecasting CPI is acceptable. This is 
considered in more detail in chapter 5.  

For reasons discussed in chapter 5 the AER does not consider that Jemena’s forecast 
inflation rate of 2.38 per cent represents the best forecast possible in the 
circumstances.410 Instead, the AER uses a geometric average comprised of the RBA’s 
short-term inflation forecasts and the target range mid-point of 2.5 per cent to estimate 
an inflation rate of 2.47 per cent for the access arrangement period. Jemena must 
amend its adjustment to the capital base for forecast inflation by making 
amendment 3.5. 

3.6.3.6 Summary of the projected capital base 

The AER has considered the components of Jemena’s proposed projected capital 
base. Given the amendments required to Jemena’s proposed capital expenditure, 
forecast depreciation, adjustment of the capital base for inflation and adjustment to 
the proposed opening capital base, the AER considers that Jemena’s proposed 
projected capital base does not comply with r. 74(2) and r. 78 of the NGR. Jemena is 
required to amend its forecast capital base as set out at amendment 3.5.  

3.6.3.7 Key performance indicators 

In relation to the EUAA’s submission that the AER considers benchmarking and that 
forecast capital expenditure growth per customer should be justified, the AER notes 
the benchmark assessment that the PB report and Jemena use to support its proposed 
capital expenditure.411 The PB report concludes that: 
 
 the average annual capital expenditure as a percentage of the value of the asset 

base for Jemena is approximately 5.3 per cent, compared with a sample of six 
other gas distribution businesses whose capital expenditure ratios range from 4 to 
9 per cent412  

 the absolute capital expenditure per customer is high for Jemena. However, 
networks with a higher customer density would be expected to show a lower cost 
per connection because of the smaller length of mains required to serve each 

                                                 
 
409  EMRF, Submission to the AER, 9 November 2009, p. 29. 
410  NGR, r. 74(2)(b). 
411  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 14–17. 
412  Jemena, Access arrangement information, August 2009, appendix 7.4, pp. 14–15. 
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customer. When the density of customers on Jemena’s network is taken into 
account (which is relatively low) the expenditure per connection compares well 
with other network operators413 

 when total capital expenditure is compared to the composite size factor (taking 
account of differences in size, number of customers and delivered volumes), 
Jemena compares well with other operators.414 

Overall the PB report concludes that Jemena’s level of capital expenditure is in line 
with what would be expected for an operator of this network.415 

In reaching this conclusion, PB acknowledges the limitations of benchmarking, 
noting: 

 there are difficulties in the benchmarking approach because data on actual capital 
expenditure by other Australian gas distribution businesses is not readily 
available416 

 benchmarking alone and comparison to peer businesses is not sufficient to 
determine conforming expenditure under the NGR417 

 benchmarking comparisons between gas distribution businesses is difficult 
because of inherent differences in the businesses such as customer density, 
network age, size and condition, gas delivered per customer, climate, asset 
management strategies and local cost differences as each of these factors 
influences the actual capital expenditure.418 

The Wilson Cook report reviews PB’s benchmarking study and concludes that 
benchmarking of capital expenditure is generally of limited relevance.419 The Wilson 
Cook report considers that capital expenditure ought to be determined by the 
particular requirements of the network concerned, that is affected by long-term 
planning considerations that are difficult to account for in benchmarking studies and 
is characterised by lumpy investment.420 

The AER has considered the results of PB’s benchmarking study. The AER agrees 
with the Wilson Cook report that such analysis has its limitations and cannot alone be 
used to assess whether capital expenditure complies with r. 79 of the NGR. 

                                                 
 
413  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 16. 
414  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 17. 
415  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 17. 
416  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 12. 
417  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 12. 
418  Jemena, Access arrangement information, August 2009, appendix 7.4, p. 12. 
419  Wilson Cook report, p. 48. 
420  Wilson Cook report, p. 48. 
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3.6.4 Opening capital base for the next access arrangement period 
The AER considers Jemena’s proposal to use forecast depreciation (which is based on 
forecast capital expenditure) in establishing the opening capital base for the access 
arrangement period commencing 1 July 2015 is consistent with r. 90 of the NGR. This 
is also consistent with the approach outlined in the Access arrangement guideline 
(AAG).421 

3.6.5 Other access arrangement proposal provisions relevant to the 
capital base 

3.6.5.1 Non-conforming capital expenditure 

The AER considers Jemena’s clause 4.1 of its access arrangement proposal 
concerning the treatment of non-conforming capital expenditure (recovered through 
capital contributions or surcharges, or placed in a speculative capital expenditure 
account) is consistent with rr. 81–84 of the NGR.422  

As an incentive mechanism, under clause 4.2 of its access arrangement proposal, 
Jemena proposes that capital expenditure to unreticulated areas is added to the 
speculative capital expenditure account. Under Jemena’s proposal, capital expenditure 
assessed by the AER as conforming is not rolled into the capital base until five years 
after the specific project commences. The AER considers that this aspect of Jemena’s 
proposal is inconsistent with rr. 81–84 of the NGR. The AER’s assessment of the 
proposed incentive mechanism is contained in chapter 7 of the draft decision. 

3.6.5.2 Capital redundancy policy 

The AER considers that the capital redundancy policy Jemena proposes does not 
comply with r. 77(2)(e) of the NGR, which requires that redundant assets identified 
during an access arrangement period be removed from the opening capital base of the 
subsequent access arrangement period. Jemena proposes a redundancy policy that 
gives the AER the discretion to remove the value of redundant assets from the 
opening capital base. The AER considers that under r. 77(2)(e) of the NGR there is no 
discretion and redundant assets must be removed when determining the opening 
capital base for an access arrangement period. In light of this, the AER considers that 
Jemena’s proposed capital redundancy is likely to cause uncertainty for users and 
prospective users.423 For these reasons Jemena is required to delete its proposed 
redundancy policy as set out in amendment 3.6. 

3.7 Conclusion 
Opening capital base 
The AER does not propose to approve the opening capital base proposed by Jemena 
for the access arrangement period as it does not comply with r. 77(2) of the NGR and 
requires Jemena to make amendments 3.1 to 3.2 set out below. 

                                                 
 
421  AER, Access arrangement guideline, March 2009, pp. 61–62. 
422  Jemena, Access arrangement proposal, August 2009, p. 29. 
423  NGR, r. 85(4). 
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Projected capital base 
The AER does not propose to approve the projected capital base proposed by Jemena 
as it does not comply with r. 78 and r. 79 of the NGR and requires Jemena to make 
amendments 3.3 to 3.5 as set out below.  

Opening capital base for the next access arrangement period 
The AER proposes to approve Jemena’s proposed depreciation on the basis of 
forecast depreciation (based on forecast capital expenditure) for establishing the 
opening capital base as this complies with r. 90 of the NGR. 

Other provisions of the access arrangement proposal 
The AER considers that Jemena’s proposed treatment of non-conforming capital 
expenditure is consistent with rr. 81–84 of the NGR. 

The AER does not propose to approve the capital redundancy mechanism proposed by 
Jemena to remove redundant assets from the capital base proposed as it does not 
comply with r. 77(2)(e) of the NGR and r. 85(1) of the NGR and requires Jemena to 
make amendment 3.6 set out below.  

3.8 Amendments required to the access arrangement 
proposal 

Before the proposed revised access arrangement can be accepted, Jemena must make 
the following amendments: 

Amendment 3.1: amend the access arrangement information to delete Table 8.3 and 
replace it with the following: 

Table 3.14: Inflation rates for adjusting the capital base (%) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Inflation rates 2.80 3.25 2.96 3.69 1.50 

 

Amendment 3.2: amend the access arrangement information to: 

 delete Table 8.4 and replace it with the following: 
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Table 3.15: Roll forward of combined total capital base over earlier AA period  
2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening 
capital base 1945.3 2016.7 2116.1 2202.9 2246.2 

Asset 
redundancies 2.1 0.0 0.0 0.0 0.0 

Net capital 
expenditure 77.3 112.5 89.0 93.7 110.2 

Depreciation 67.4 73.9 80.5 83.6 78.5 

Reused 
redundant 
assets (end 
year) 

0.0 0.0 0.0 0.0 0.0 

Closing 
capital base 1953.2 2055.3 2124.6 2213.0 2277.9 

 

 delete Table 8.5 and replace it with the following: 

 

Table 3.16: Roll forward of Wilton to Wollongong trunk pipeline capital base over 
earlier AA period 2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening capital base 10.5 8.5 8.6 8.7 8.6 

Asset redundancies 2.1 0.0 0.0 0.0 0.0 

Net capital expenditure 0.0 0.0 0.0 0.0 0.0 

Depreciation 0.2 0.2 0.2 0.2 0.2 

Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 8.2 8.3 8.4 8.5 8.5 

 

 delete Table 8.6 and replace it with the following: 
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Table 3.17: Roll forward of Wilton to Newcastle trunk pipeline capital base over 
earlier AA period ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening capital base 122.8 124.3 125.4 127.4 126.6 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.0 0.0 0.0 0.0 0.5 

Depreciation 2.4 2.5 2.5 2.7 2.7 

Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 120.4 121.8 122.9 124.8 124.4 

 

 delete Table 8.7 and replace it with the following: 

Table 3.18: Roll forward of NSW distribution system capital base over the earlier 
AA period 2005–06 to 2009–10 ($m, nominal) 

 2005–06 2006–07 2007–08 2008–09 2009–10 

Opening capital base 1812.0 1883.9 1982.1 2066.8 2111.0 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 77.3 112.5 89.0 93.7 109.7 

Depreciation 64.8 71.3 77.7 80.7 75.6 

Reused redundant 
assets (end year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 1824.6 1925.1 1993.3 2079.8 2145.1 

 

Amendment 3.3: amend the access arrangement information to: 

 delete Table 7.1 and replace it with the following: 

Table 3.19: Forecast capital expenditure over the next AA period 2010–11 to 2014–15 
($m, real, 2009–10) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Total capital 
expenditure 110.6  114.1 114.0 119.9 117.3  575.9 

 
 delete Table 7.6 and replace it with the following: 
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Table 3.20: Forecast capital expenditure over next AA period 2010–11 to 2014–15 
($m, real, 2009–10) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Market expansion 57.0 68.3 73.2 68.8 64.9 332.2 

System reinforcement / 
renewal / replacement 33.2 29.9 27.5 27.9 28.4 146.9 

Non-system assets 20.4 15.9 13.3 23.2 24.0 96.8 

Total capital 
expenditure 110.6 114.1 114.0 119.9 117.3 575.9 

 

Amendment 3.4: amend the access arrangement information to: 

 delete Table 10.1. and replace it with the following: 

Table 3.21: Forecast depreciation over next AA period 2010–11 to 2014–15 
($m, nominal) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Total depreciation  88.2   96.7  104.9  112.1  122.0   523.8 

 

 delete Table 10.4 and replace it with the following: 

Table 3.22: Forecast depreciation over next AA period 2010–11 to 2014–15 
($m, nominal) 

 2010–11  2011–12 2012–13 2013–14 2014–15 Total 

Wilton/Wollongong 0.2 0.2 0.2 0.2 0.2 1.1 

Wilton/Newcastle 2.7 2.8 2.9 2.9 3.0 14.3 

Distribution network 85.2 93.7 101.8 108.9 118.7 508.4 

Total 88.2 96.7 104.9 112.1 122.0 523.8 

 
Amendment 3.5: amend the access arrangement information to: 

 delete Table 8.8 and replace it with the following: 
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Table 3.23: Roll forward of combined total capital base over next AA period 2010–11 
to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 2332.8 2409.0 2483.2 2556.6 2634.3 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 106.2 111.1 116.7 126.3 126.5 

Depreciation 88.2 96.7 104.9 112.1 122.0 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 2350.9 2423.4 2495.0 2570.8 2638.9 

 

 delete Table 8.9 and replace it with the following: 

Table 3.24: Roll forward of Wilton to Wollongong capital base over next AA period 
2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 8.7 8.7 8.7 8.7 8.6 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.0 0.0 0.0 0.0 0.0 

Depreciation 0.2 0.2 0.2 0.2 0.2 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 8.5 8.5 8.4 8.4 8.4 

 

 delete Table 8.10 and replace it with the following: 
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Table 3.25: Roll forward of Wilton to Newcastle trunk pipeline capital base over next 
AA period 2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 127.5 128.8 130.0 131.1 132.8 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 0.9 0.8 0.8 1.4 1.4 

Depreciation 2.7 2.8 2.9 2.9 3.0 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 125.7 126.8 127.9 129.6 131.1 

 
 delete Table 8.11 and replace it with the following: 

Table 3.26: Roll forward of NSW distribution system capital base over next AA 
period 2010–11 to 2014–15 ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening capital base 2196.7 2271.5 2344.6 2416.9 2492.9 

Asset redundancies 0.0 0.0 0.0 0.0 0.0 

Net capital expenditure 105.3 110.2 115.9 124.9 125.1 

Depreciation 85.2 93.7 101.8 108.9 118.7 

Reused redundant assets (end 
year) 0.0 0.0 0.0 0.0 0.0 

Closing capital base 2216.8 2288.1 2358.6 2432.8 2499.3 

 

Amendment 3.6: delete clauses 5(a) and 5(b) in the access arrangement proposal and 
clause 8.8 in the access arrangement information. 
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4 Depreciation 
4.1 Introduction 
This chapter sets out Jemena's submission and the AER's consideration of Jemena’s 
proposed depreciation schedules and asset lives.  

Depreciation over the earlier access arrangement period is one of the determinants of 
the opening capital base. Depreciation over this access arrangement period is reflected 
in total revenue in two ways. First, it is a component of the projected capital base, and 
second, as a separate deprecation building block contributing to the revenue 
requirement. 

4.2 Regulatory requirements 
Rule 88(1) of the NGR provides that the depreciation schedule sets out the basis on 
which the pipeline assets constituting the capital base are to be depreciated for the 
purpose of determining a reference tariff. Rule 88(2) of the NGR provides that the 
depreciation schedule may consist of a number of separate schedules, each relating to 
a particular asset or class of assets. 

Rule 89(1) of the NGR provides that the depreciation schedule should be designed: 

(a) so that reference tariffs will vary, over time, in a way that promotes 
efficient growth in the market for reference services; and 

(b) so that each asset or group of assets is depreciated over the economic 
life of that asset or group of assets; and 

(c) so as to allow, as far as reasonably practicable, for adjustment 
reflecting changes in the expected economic life of a particular asset, or 
a particular group of assets; and 

(d) so that (subject to the rules about capital redundancy), an asset is 
depreciated only once (ie that the amount by which the asset is 
depreciated over its economic life does not exceed the value of the 
asset at the time of its inclusion in the capital base (adjusted, if the 
accounting method approved by the AER permits, for inflation)); and 

(e) so as to allow for the service provider's reasonable needs for cash flow 
to meet financing, non-capital and other costs. 

Rule 89(2) of the NGR provides that compliance with r. 89(1)(a) may involve deferral 
of a substantial proportion of the depreciation, particularly where: 

(a) the present market for pipeline services is relatively immature; and 

(b) the reference tariffs have been calculated on the assumption of 
significant market growth; and 

(c) the pipeline has been designed and constructed so as to accommodate 
future growth in demand. 

Clause 5(1)(d) of schedule 1 of the NGR provides that in deciding whether to approve 
an access arrangement revision proposal for a transitional access arrangement, or in 
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making its own proposal for revision of a transitional access arrangement under r. 63 
or r. 64 of the NGR, the AER must take into account the depreciation schedule for the 
transitional access arrangement under section 8.32 of the Code. 

4.3 Jemena’s proposal 
Jemena proposes to estimate depreciation by applying a real straight line depreciation 
method.424 Jemena submits this is consistent with its election to account for inflation 
by indexing the capital base.425 

Table 4.1 sets out Jemena’s proposed actual and forecast depreciation for the earlier 
access arrangement period. 

Table 4.1: Jemena's proposed depreciation for the earlier access arrangement 
period ($m, nominal) 

 2005–06 a 2006–07 a 2007– 08 a 2008–09 b 2009–10 b Total 

Total 103.2  93.7 126.2 99.2 84.6 506.9 

Source: Jemena, Access arrangement information, August 2009, p. 125.  
a: Actual. 
b: Forecast. 

Table 4.2 sets out Jemena’s forecast depreciation for the access arrangement period. 

Table 4.2: Jemena's proposed depreciation for the access arrangement period 
($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Total 89.4  100.2 109.9 120.7 135.8 556.0 

Source: Jemena, Access arrangement information, August 2009, p. 154. 

Table 4.3 sets out Jemena’s proposed economic asset lives and remaining lives as at 
30 June 2010. 

 

 

                                                 
 
424  Jemena, Access arrangement information, August 2009, p. 155. 
425 Jemena, Access arrangement information, August 2009, p. 155. 
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Table 4.3: Economic asset lives and remaining lives as at 30 June 2010 (years) 

Asset class Economic life Remaining life 

System assets   

 Trunk Wilton–Sydney  80 46.3 

 Trunk Sydney–Newcastle  80 50.6 

 Trunk Wilton–Wollongong  80 42.8 

 Contract Meters 20 9.2 

 Fixed Plant–Distribution  50 37.5 

 HP Mains  80 58.7 

 HP Services  50 26.4 

 MP Mains 50 29.0 

 MP Services  50 36.0 

 Meter Reading Devices 20 19.3 

 Country POTS 50 35.4 

 Tariff Meters  20 10.6 

Non-system assets   

 Building  48 17.5 

 Computers 5 0 

 Software 5 2.7 

 Fixed Plant  10 8.4 

 Furniture  10 0 

 Land  0 0 

 Leasehold Improvements  10 13.3 

 Low Value Assets 10 0 

 Mobile Plant  10 6.4 

 Vehicles  4 4.8 

Source: Jemena, Access arrangement information, August 2009, pp. 156–157 and 
Jemena, Access arrangement information, attachment: AA10-SR-82103F JGN 
Regulatory Model- c-i-c (confidential). 
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Jemena submits that in relation to the depreciation criteria:426  

 the real-straight line depreciation profile produces a cost recovery path for new 
assets that is better aligned to expected market growth than alternatives such as 
historical cost straight line or declining balance427 

 the economic lives in Table 4.3 are the same as those used in the earlier access 
arrangement period and are consistent with the design lives used by Jemena in 
engineering evaluations. By maintaining the economic lives used previously, 
revenue volatility between access arrangement periods is avoided428 

 it is not necessary to adjust the economic lives for regulatory purposes in this 
proposal429 

 the real straight line depreciation schedule will result in the value of each asset 
(with adjustments for inflation through indexation of the capital base) being 
recovered once over the asset’s economic life430  

 the cash flows that result from using the real straight line depreciation method are 
consistent with Jemena’s reasonable needs to meet financing, non–capital and 
other costs, while maintaining a benchmark credit rating of BBB.431 

Jemena submits that the design of the proposed depreciation schedule does not 
involve deferring depreciation. 432 

Jemena submits that if the AER rejects aspects of the access arrangement proposal in 
its draft determination, Jemena may propose different asset lives in order to match its 
cash flow and financing requirements.433 

4.4 Submissions 
The AER received two submissions relating to depreciation from the Energy Markets 
Reform Forum (EMRF) and the Energy Users’ Association of Australia (EUAA).  

The EMRF submits: 

 the technical life of the asset (the point at which the asset can longer be used 
productively and must be replaced) is often longer than the average time to 
financially depreciate the asset. The useful life of the asset is also related to other 
factors such as how it used and maintained. Each of these factors impact on the 
asset’s longevity. However, under the building block approach there is an 

                                                 
 
426  NGR, r. 89(1). 
427  Jemena, Access arrangement information, August 2009, p. 155. 
428  Jemena, Access arrangement information, August 2009, p. 156. 
429  Jemena, Access arrangement information, August 2009, p. 156. 
430  Jemena, Access arrangement information, August 2009, p. 156. 
431  Jemena, Access arrangement information, August 2009, p. 157. 
432  Jemena, Access arrangement information, August 2009, p. 155. 
433  Jemena, Access arrangement information, August 2009, p. 154. 
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incentive for a regulated entity, such as Jemena, to replace an asset before the end 
of its technical life when the asset is fully depreciated because the asset no longer 
delivers a return434 

 a financial tool should be used to evaluate when it is commercially sensible to 
replace an asset, rather than using physical asset management alone435 

 the AER should ensure that assets are not replaced unnecessarily thus adding 
unnecessary costs to customers.436 

The EUAA submits that the depreciation allowance has significantly decreased 
relative to the earlier access arrangement period. This could be due to a re-evaluation 
of the economic lives of Jemena’s assets so that the assets can operate longer than 
previously assumed. If that is the case, it is not clear why the increase in capital 
expenditure is so large, as a longer economic life of the assets presumably means 
Jemena would require less renewal or replacement of assets. The AER should 
investigate this issue further.437  

4.5 AER’s analysis and considerations  
This chapter contains the AER’s assessment of Jemena’s depreciation schedule. The 
value of depreciation and the calculation of depreciation for rolling forward the 
capital base are considered in chapter 3 of the draft decision. 

4.5.1 Asset lives 
The AER notes the EMRF’s submission that Jemena has an incentive to replace assets 
before the end of their technical lives and that the AER should require Jemena to use a 
financial tool to evaluate asset replacement. Jemena’s proposed asset replacements 
and renewals program for the access arrangement period is discussed in chapter 3 of 
the draft decision.  

The Wilson Cook report assesses Jemena's asset replacement program. In relation to 
residential meters, the Wilson Cook report notes that Jemena has now adopted a 
policy of allowing only one extension of five years to the life of a meter of 15 years, 
rather than an extension of 10 years as in the earlier access arrangement period. The 
Wilson Cook report considers that some, but not all, meters will require replacement 
after 20 years and considers that an asset life of 20 years to 25 years is reasonable. On 
the basis of the average of a 20-year life and a 25-year life, the Wilson Cook report 
recommends that Jemena's proposed meter replacement capital expenditure of 
$39.4 million be halved.438 

                                                 
 
434  EMRF, NSW Gas Distribution Revenue Reset: Jemena Application A response by the Energy Markets 

Reform Forum, 9 November 2009, p. 27 (EMRF, Submission to the AER, 9 November 2009). 
435   EMRF, Submission to the AER, 9 November 2009, p. 28. 
436   EMRF, Submission to the AER, 9 November 2009, p. 28. 
437   EUAA, Submission to the AER on Jemena Gas Networks’ Access Arrangement proposal, 

10 November 2009, p. 13 (EUAA, Submission to the AER, 10 November 2009). 
438  The Wilson Cook report, pp. 59–60. 
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The AER's consideration of Jemena's proposed capital expenditure is contained in 
chapter 3 of the draft decision. The AER considers that it has addressed the EMRF's 
concerns by basing forecast capital expenditure for certain items, such as meter 
replacement, on historical levels of capital expenditure. 

The EUAA submits that the forecast depreciation in the access arrangement period is 
significantly lower relative to the actual and estimated depreciation in the earlier 
access arrangement period. The EUAA submits that this may indicate that Jemena has 
extended the lives of its assets, in which case the high capital expenditure forecast for 
the access arrangement period may not be justified.  

The AER's assessment of Jemena's proposed depreciation values for the earlier access 
arrangement is contained in chapter 3 of the draft decision. As noted in chapter 3, the 
AER considers that Jemena’s access arrangement proposal overstates the depreciation 
values by incorrectly inflating both the capital base and depreciation values. Jemena's 
proposed depreciation values for the earlier access arrangement period total 
$506.9 million, whereas the AER considers that the correct total is $383.8 million. 
The depreciation values approved by the AER for the earlier access arrangement 
period are reproduced in Table 4.4 for information purposes only. 

Table 4.4: AER's depreciation for the earlier access arrangement period 
($m, nominal) 

 2005–06 2006–07 2007– 08 2008–09 2009–10 Total 

Total 67.4 73.9 80.5 83.6 78.5 383.8 

 

As a consequence of amendments to Jemena's proposed capital expenditure (as 
assessed in chapter 3 of the draft decision), the remaining asset lives have also 
changed slightly and so those proposed by Jemena no longer apply. These minor 
changes to remaining lives are reflected in amendment 4.1. 

In addition, the methodology Jemena uses to calculate its remaining lives has 
inconsistent consequences for some non-system assets with short asset lives. For 
example, as noted in Table 4.3, the remaining life of motor vehicles (4.8 years) 
calculated by Jemena is greater than its asset life (4 years). This is contrary to 
r. 89(1)(b) of the NGR which requires each asset or group of assets to be depreciated 
over the economic life of that asset or group of assets. Moreover, the design of the 
depreciation schedule for these non-system assets does not allow, as far as reasonably 
practicable, for adjustment reflecting the expected economic life of these assets, 
contrary to r. 89(1)(c). The AER considers that a remaining life of 2 years for motor 
vehicles is a more reasonable estimate. Accordingly, Jemena is required to make 
amendment 4.1 set out below. 

4.5.2 Depreciation schedule 
Rule 88 of the NGR outlines the function of the depreciation schedule and states that 
the depreciation schedule may consist of one or more schedules for a particular asset 
or class of assets. 
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The AER considers that Jemena’s depreciation schedule sets out the basis on which 
the pipeline assets constituting the capital base are depreciated for the purpose of 
determining a reference tariff.439 

The AER notes that as required under r. 88(2) of the NGR, the depreciation schedule 
consists of (22) separate schedules for different asset classes as outlined in Table 4.3.  

Even though Jemena submits that it may propose different assets lives if the AER 
rejects aspects of its access arrangement proposal, the AER considers that Jemena 
needs to demonstrate that the changes in economic lives comply with the 
requirements of r. 89(1)(c) of the NGR. 

The AER’s assessment of Jemena’s proposed depreciation for the access arrangement 
period is contained in chapter 3 of the draft decision. The depreciation values 
approved by the AER for the access arrangement period are reproduced in Table 4.5 
for information purposes only. 

Table 4.5: AER's draft decision for forecast depreciation for the access 
arrangement period ($m, nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Depreciation 88.2  96.7 104.9 112.1 122.0  523.8 

 

4.5.3 Depreciation criteria 
Rule 89(1) of the NGR outlines the matters relevant to how a depreciation schedule is 
to be designed. Jemena proposes to depreciate its assets on a real straight line basis 
over their remaining economic lives.  

In general, Jemena uses the same asset classes and asset lives in the access 
arrangement period as approved by the IPART.440  

To estimate depreciation for the existing asset classes for the access arrangement 
period, Jemena uses the proposed remaining asset lives rolled forward from the earlier 
access arrangement period.441 

The AER has considered the depreciation schedule proposed by Jemena and taken 
into account clause 5(1)(d) of schedule 1 of the NGR.  

The AER has considered the depreciation schedule proposed by Jemena in relation to 
the criteria set out in r. 89 of the NGR and considers that:  

 the straight line method of depreciation is appropriate when demand is forecast to 
grow relatively consistently over the access arrangement period.442 This is 

                                                 
 
439  NGR, r. 88(1). 
440  IPART, Final decision: Revised access arrangement for AGL gas networks, April 2005, p. 52 and Copy of 

Gas model  5-7  -  FINAL DETERMINATION (28 April 2005)_0 (2) (confidential). 
441  Jemena, Access arrangement information, August 2009, p. 155–158. 



 

 85

consistent with r. 89(1)(a) of the NGR which requires reference tariffs to vary 
over time in a way that promotes efficient growth in the market for reference 
services  

 for most assets the design of the depreciation schedule shows that each asset is 
depreciated over its economic life. However, as discussed earlier, this is not true 
for certain assets443 

 the general design of the depreciation schedule allows for adjustments reflecting 
changes in the expected economic lives of those assets. However, as discussed 
earlier, these adjustments are not true for certain assets444 

 the design of the depreciation schedule shows that each asset is depreciated only 
once445  

 the design of the depreciation schedule ensures a positive value for depreciation 
adding to the positive components of the building block revenue ensuring positive 
cash flows in the form of revenue. This allows Jemena’s reasonable cash flow to 
be able it to meet financing, non-capital and other costs consistent with the 
approved levels of capital expenditure.446 Any change to the asset lives in order to 
meet Jemena’s reasonable cash flow needs would need to comply with the 
requirements of r. 89(1)(c) of the NGR and be consistent with approved capital 
expenditure. 

Rule 89(2) of NGR refers to the deferral of depreciation. In this instance the AER 
does not consider this rule relevant because the present market for pipeline services is 
relatively mature447 and there is no assumption made about significant market growth 
in the access arrangement period which may affect the calculation of reference 
tariffs.448 

4.6 Summary  
The AER considers that: 

 Jemena sets out the basis on which the pipeline assets constituting the capital base 
are depreciated for the purpose of determining reference tariffs and the 
depreciation schedule consists of separate schedules for the classes of assets. This 
is consistent with the requirements of r. 88 of the NGR.  

                                                                                                                                            
 
442 In the period before 2010, the growth trend in demand is broadly constant and linear, consistent with the 

conclusion drawn above. This is based on an analysis of longer term trends of the Jemena demand profile, 
including 14 years of demand data (forecast and actual). Information which forms the basis of this analysis 
was sourced from Jemena, Access arrangement information, August 2009, pp. 43, 56, 59 and Jemena, 
Access Arrangement information, August 2009, appendix 5.2: NIEIR, Natural gas projections NSW 
Jemena Gas Networks to 2019, 26 August 2009, p. 49. 

443 NGR, r. 89(1)(b). 
444 NGR, r. 89(1)(c). 
445 NGR, r. 89(1)(d). 
446 NGR, r. 89(1)(e). 
447 NGR, r. 89(2)(a). 
448  NGR, r. 89(2)(b). 
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 As a consequence of the minor changes to the remaining asset lives, Jemena's 
proposed depreciation schedule is not designed so that certain assets are 
depreciated over the economic lives of those assets and so does not comply with 
r. 89(1)(b) of the NGR. 

 Similarly, Jemena's proposed depreciation schedule does not accurately reflect 
changes in the expected economic lives of certain assets and so does not comply 
with r. 89(1)(c) of the NGR. 

4.7 Conclusion 
The AER does not propose to approve the depreciation schedule proposed by Jemena 
for the access arrangement period as it does not comply with r. 89(1)(c) of the NGR. 
In addition to the amendments to Jemena’s estimate of depreciation for total revenue 
as required by amendment 3.6 of the draft decision, the AER also requires Jemena to 
make amendments 4.1 and 4.2 set out below. 

4.8 Amendments required to the access arrangement 
proposal 

Before the proposed revised access arrangement can be approved, Jemena must make 
the following amendments: 

Amendment 4.1: amend the access arrangement information to delete Table 10.2 in 
the access arrangement information and replace it with the following: 
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Asset Category Economic life (years) Remaining life (years) 

System assets   

 Trunk Wilton–Sydney  80 45.0 

 Trunk Sydney–Newcastle  80 49.1 

 Trunk Wilton–Wollongong  80 41.7 

 Contract Meters 20 8.9 

 Fixed Plant –Distribution  50 37.0 

 HP Mains  80 57.2 

 HP Services  50 25.5 

 MP Mains 50 28.1 

 MP Services  50 34.9 

 Meter Reading Devices 20 19.0 

 Country POTS 50 34.7 

 Tariff Meters  20 10.3 

Non-system assets   

 Building  48 20.9 

 Computers 5 0.0 

 Software 5 3.3 

 Fixed Plant  10 9.0 

 Furniture  10 0.0 

 Land  – 0.0 

 Leasehold Improvements  10 8.0 

 Low Value Assets 10 0.0 

 Mobile Plant  10 5.1 

 Vehicles  4 2.0 

 



 

 88

 

Amendment 4.2: amend the access arrangement information to replace the column 
headed ‘Remaining Asset Life’ of Table 10.3 with the following: 

 

 Remaining asset life (years) 

Trunk pipeline (Wilton–Sydney) 45.0 

Trunk Pipeline (Sydney–Newcastle) 49.1 

Trunk pipeline (Wilton–Wollongong) 41.7 

Distribution system  

County POTS 34.7 

Contract meters 8.9 

Tariff meters 10.3 

Meter reading devices 19.0 

Fixed plant 37.0 

HP mains 57.2 

MP mains 28.1 

HP Services 25.5 

MP services 34.9 
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5 Rate of return 
5.1 Introduction 
This chapter sets out the AER’s estimate of an efficient (market based) benchmark 
rate of return on capital for Jemena over the access arrangement period. The key 
issues considered include the selection of an approach to calculate the rate of return 
on capital, selection of a well accepted financial model, and the determination of 
relevant parameters—including the risk-free rate, equity beta, market risk premium, 
gearing ratio, debt risk premium and inflation forecast. 

The AER’s consideration of the approach to taxation, including the value of 
imputation credits (gamma), is considered in chapter 6. 

5.2 Regulatory requirements 
Rule 72(1)(g) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the proposed rate of return, the 
assumptions on which the rate of return is calculated and a demonstration of how it is 
calculated. 

Rule 73(3) of the NGR requires all financial information to be provided and all 
calculations made, consistently on the same basis. 

Rule 74(1) of the NGR requires that any forecast or estimate included in the access 
arrangement information should be supported by a statement of the basis of that 
forecast or estimate. Rule 74(2) of the NGR provides that a forecast or estimate: 

(a) must be arrived at on a reasonable basis; and 

(b) must represent the best forecast or estimate possible in the 
 circumstances. 

Rule 87(1) of the NGR provides that the rate of return on capital is to be 
commensurate with prevailing conditions in the market for funds and the risks 
involved in providing reference services. Rule 87(2) of the NGR provides that in 
determining a rate of return on capital: 

(a) it will be assumed that the service provider: 

 (i) meets benchmark levels of efficiency; and 

 (ii) uses a financing structure that meets benchmark standards as to  
  gearing and other financial parameters for a going concern and  
  reflects in other respects best practice; and 

(b) a well accepted approach that incorporates the cost of equity and debt, 
 such as the Weighted Average Cost of Capital, is to be used; and a well 
 accepted financial model, such as the Capital Asset Pricing Model, is to 
 be used. 
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5.3 Summary of Jemena’s proposal 
Jemena proposes the use of a pre-taxation nominal weighted average cost of capital 
(WACC).449 It proposes using the Fama–French three-factor model (FFM), with 
parameters derived from Australian data, to establish the return on equity.450 Jemena 
submits that using the FFM to estimate the cost of equity provides an estimate that 
better reflects the prevailing conditions in the market for funds than the alternative 
Sharpe–Lintner capital asset pricing model (CAPM).451 

The pre-taxation nominal WACC for Jemena’s access arrangement proposal is 
calculated to be 12.63 per cent. The parameters for the WACC are presented in Table 
5.1. 

                                                 
 
449  Following the nomenclature of N. Hathaway, Imputation WACCs: Descriptions and numerical valuation 

comparison, November 2004, viewed 30 November 2009, 
<http://www.capitalresearch.com.au/downloads/WACC_descript.pdf>. 

450  Jemena, Access arrangement information, August 2009, pp. 135–151. 
451  Jemena, Access arrangement information, August 2009, p. 135. 
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Table 5.1: Jemena's proposed WACC parameters 

Parameter Jemena’s proposal 

Nominal risk-free rate (%) 5.60 

Inflation (%) 2.38 

Real risk-free rate (%) 3.15 

Equity beta a N/A 

Market beta b 0.59 

Growth beta b 0.48 

Size beta b 0.30 

Market risk premium c (%) 6.50 

Growth risk premium c (%) 6.24 

Size risk premiumc (%) –1.23 

Debt risk premium (%) 5.04 

Debt to total assets (gearing) (%) 60 

Pre-taxation nominal WACC (%) 12.63 

Nominal return on equity (%) 12.06 

Nominal return on debt (%) 10.64 

Nominal vanilla WACC (%) 11.21 

Gamma (utilisation of imputation credits) 0.20 

Source:  Jemena, Access arrangement information, August 2009, p. 147.  
a: Equity beta is used in the CAPM but not used in the FFM. 
b: The FFM uses three beta values (market beta, growth beta and size beta) to 

predict equity returns. 
c: The FFM uses a market risk premium (MRP), a growth risk premium for high 

book-to-market firms, and a size risk premium for small firms compared to 
large firms. 

5.4 Weighted average cost of capital 
Jemena proposes using a nominal pre-taxation WACC as follows:452 

 

                                                 
 
452  Jemena, Access arrangement information, August 2009, p. 140. 
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where: 

n
eR   is the nominal return on equity 

n
dR   is the nominal return on debt 

E  is the level of equity 

D  is the level of debt 

V  is (D + E), i.e. debt plus equity 

γ  is the level of imputation utilisation 

eT  is the effective taxation rate on equity. 

This form of WACC involves calculating a pre-taxation cost of debt and equity.453 
Under Jemena’s proposed pre-taxation framework, the value of imputation credits is 
also incorporated in calculating the effective taxation rate used to determine the pre-
taxation return on capital.454 

As discussed in chapter 6, the AER considers that the post-taxation framework is 
more appropriate for Jemena’s access arrangement. Therefore, the AER estimates the 
rate of return using a nominal vanilla WACC:455 

WACC = n
dR  ×  

V
D + n

fR  ×  
V
E  

where: 

n
dR   is the nominal return on debt 

n
eR   is the nominal return on equity  

D  is total debt 

E  is total equity 

V  is (D + E), i.e. total debt plus total equity. 

This approach to the WACC involves the calculation of a pre-company-taxation cost 
of debt and a post-company-taxation, but pre-personal-taxation cost of equity.456 The 

                                                 
 
453  R. Officer, ‘The cost of capital of a company under an imputation tax system’, Accounting and Finance, 

1994, vol. 34, pp. 1–17 (Officer, ‘Cost of capital under imputation’, Accounting and Finance, 1994) cited 
in Jemena, Access arrangement information, August 2009, p. 140. 

454  Jemena, Access arrangement information, August 2009, p. 138. 
455  N. Hathaway, Imputation WACCs: Descriptions and Numerical Valuation Comparisons, 2004, viewed 

8 December 2009, <http://www.capitalresearch.com.au/downloads/WACC_descript.pdf>. 
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AER considers that this approach reflects the appropriate basis on which the cost of 
capital is determined, in accordance with benchmark levels of efficiency as required 
by r. 87 of the NGR and the presentation of taxation in accordance with the 
requirements of r. 74(2) of the NGR. 

The AER notes that this requires consistent cash flow definitions and explicit cash 
flow estimates for: 

 the debt shield, i.e. the reduction in tax payments as a result of interest payments 

 the imputation effects, i.e. prepayment of personal taxes at the business level 

 taxation as a separate ‘building block’. 457 

For clarity, gamma does not directly appear in the nominal vanilla WACC but is used 
in the estimation of taxation in the post–taxation revenue model (PTRM). As a 
consequence, gamma is discussed in chapter 6 of the draft decision along with other 
matters in relation to taxation. 

Rule 87(2)(b) of the NGR refers to the WACC as an example of a ‘well accepted 
approach’ that incorporates the cost of equity and debt to determine the rate of return 
on capital. 

5.4.1 Cost of equity 
Jemena proposes using the FFM to establish the return on equity as follows: 

HML
n

SMB
n

m
n

f
n
e HMLSMBMRPRR βββ ×+×+×+=  

where: 

n
eR  is the nominal return on equity 

n
fR  is the nominal risk-free rate 

nMRP  is the market risk premium 

nSMB  is the risk premium for small firms compared to big firms 

nHML  is the risk premium for high book-to-market firms compared to low book-to-
market firms 

mβ  is the market beta 

                                                                                                                                            
 
456  Further detail on this implementation of WACC (and its relationship to other specifications of the WACC 

formula relevant in a tax imputation environment) is contained in Officer, ‘Cost of capital under 
imputation’, Accounting and Finance, 1994. 

457  Officer, ‘Cost of capital under imputation’, Accounting and Finance, 1994, pp. 6–8. 
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SMBβ  is the beta on the small minus big firm factor 

HMLβ  is the beta on the high minus low firm factor.458 

For the reasons set out in section 5.5, the AER establishes the return on equity using 
the Sharpe–Lintner CAPM: 

n
eR  = fR + nMRP  ×  eβ  

where: 

n
eR  is the nominal return on equity 

n
fR  is the nominal risk free rate 

nMRP  is the market risk premium, i.e. (Rm – Rf) where Rm is the return on the 
market portfolio 

eβ  is the equity beta of the benchmark business. 

The NGR refer to the CAPM as an example of a ‘well accepted financial model’ of 
the type to be used to determine the rate of return on capital.459 As outlined in section 
5.5.3 the AER considers that the CAPM is a well accepted model that takes into 
account the expected return of an individual entity and the level of systematic (i.e. 
non-diversifiable) risk faced by that entity in accordance with r. 87 of the NGR.  

5.4.2 Cost of debt 
Jemena’s proposal for estimating the cost of debt is consistent with that adopted by 
the AER in previous decisions: 

n
dR = n

fR  + nDRP  

where: 

n
dR  is the nominal return on debt 

n
fR  is the nominal risk-free rate  

nDRP is the nominal debt risk premium.460 

                                                 
 
458  Jemena, Access arrangement information, August 2009, p. 141. 
459 NGR, r. 87(2)(b). 
460  Jemena, Access arrangement information, August 2009, p. 145 and AER, Final decision, New South Wales 

distribution determination 2009–10 to 2013–14, 28 April 2009. 
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The debt risk premium is the difference between the risk-free rate and the corporate 
bond rate. Accepted regulatory practice assumes the benchmark corporate bond has a 
term to maturity equal to that used to derive the nominal risk-free rate and an 
appropriate credit rating from a recognised credit rating agency.461 The AER 
considers that this approach produces the best estimate of the cost of debt that is 
commensurate with prevailing conditions in the market for funds and the risks 
involved in providing reference services, as required by r. 87(1) of the NGR. 

5.5 Fama–French three-factor model 
According to the CAPM, the well diversified investor requires a return to compensate 
it for exposure to systematic market-wide risks. The cost of equity is therefore the 
market risk premium (MRP)—the average market return in excess of the risk free 
rate—multiplied by the firm’s equity beta—the covariance of that firm’s return with 
the market return. All other business specific risks are diversified away and therefore 
do not require compensation.462 

In contrast, the FFM identifies three sources of undiversifiable risk:463 

 the MRP (similar to the CAPM) 

 the value or growth risk premium, high minus low (HML)—the premium earned 
by high minus low value shares: 

 high value firms have high 
equity of uemarket val

equity of book value   

 low value firms (also named growth shares) have low 
equity of uemarket val

equity of book value   

 the size risk premium, small minus big (SMB)—the premium earned by small 
minus big shares 

 small firms have small total capitalisation (equity at market value) 

 big firms have big total capitalisation (equity at market value). 

The FFM states that small firms and firms with a high book-to-market ratio require 
additional returns to compensate investors for these additional risks. Accordingly, 

                                                 
 
461  AER, Final decision: WACC review, 1 May 2009, pp. 345–392. 
462  W. Sharpe, ‘Capital Asset Prices: A Theory of Market Equilibrium under Conditions of Risk’, Journal of 

Finance, 1964, vol. 19, pp. 425–442 (Sharpe, ‘Capital Asset Prices’, Journal of Finance, 1964) and J. 
Lintner, ‘The Valuation of Risky Assets and the Selection of Risky Investments in Stock Portfolios and 
Capital Budgets’, The Review of Economics and Statistics, 1965, vol. 47, pp. 13–37. 

463  Jemena, Access arrangement information, August 2009, pp. 142–143. Source papers are E. Fama, and K. 
French, ‘The cross-section of expected stock returns’, Journal of Finance, June 1992, vol. 47(2), pp. 427–
465 (Fama and French, ‘Cross-section of stock returns’, Journal of Finance, 1992) and E. Fama and K. 
French, ‘Common risk factors in the returns on stocks and bonds’, Journal of Financial Economics, 1993, 
vol. 33(1), pp. 3–56 (Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993). 
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large firms and firms with a low book-to-market ratio have less risk and investors 
require a lower rate of return. 

The return that must be offered to an investor to convince it to invest in a particular 
share will reflect the exposure of that share to each of these three risk sources. 
Therefore, the FFM has three beta-like coefficients, determined by multivariate 
regression of the observed return on MRP, HML and SMB. 

5.5.1 Jemena’s proposal 
The form of the FFM proposed by Jemena is set out at section 5.4.1 of this chapter. 

Based on a report by NERA Economic Consulting (the NERA report on the FFM),464 
Jemena proposes the parameters set at in Table 5.2. 

Table 5.2: Jemena's proposed Fama–French parameters 

Parameter Market HML SMB 

Risk premium (per cent) 6.50 6.24 –1.23 

Beta 0.59 0.48 0.30 

Source:  Jemena, Access arrangement information, August 2009, p. 144. 

Using the values in Table 5.2 to estimate the cost of equity under the FFM, the 
calculated rate of return is 6.46 percentage points above the risk-free rate. For 
Jemena’s proposal, the indicative risk-free rate is 5.60 per cent, so the proposed cost 
of equity is 12.06 per cent.465 

The NERA report on the FFM states that this model is a well accepted financial 
model as required by r. 87 of the NGR.466 

The NERA report on the FFM defines well accepted by reference to a cross-section of 
academics, financial market practitioners and regulators. The NERA report on the 
FFM states that a well accepted model is one which is supported by the weight of 
opinion of academics, financial market practitioners and regulators.467 

Jemena’s access arrangement proposal summarises the NERA report on the FFM’s 
findings that the FFM is well accepted because:468 

 academic literature provides wide support for the FFM as a reliable predictor of 
equity returns 

                                                 
 
464  NERA, Cost of equity: Fama–French three–factor model: Jemena Gas Networks (NSW), 12 August 2009 

(NERA, Fama–French model, 12 August 2009), included as attachment 9.1 to Jemena’s access 
arrangement information. 

465  Jemena, Access arrangement information, August 2009, pp. 144, 149. 
466  Jemena, Access arrangement information, August 2009, pp. 141, 144. 
467  NERA, Fama–French model, 12 August 2009, p. 28. 
468  Jemena, Access arrangement information, August 2009, p. 143. 
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 a sizeable proportion of United States (US) managers apply multifactor risk 
models for investment decision making, with a significant subset using size and 
value factors 

 Australian investment portfolios are more consistent with the predictions of the 
FFM than with the predictions of the CAPM because not all investors hold the 
same portfolio of assets. 

In addition, the NERA report on the FFM submits the following:469 

 a paper by Fama and French on the FFM (the 1993 Fama–French paper) is cited 
more often than a paper by Sharpe on the CAPM (the 1964 Sharpe paper) in the 
Journal of Finance in 2007470 

 an Australian survey shows no use of the FFM by finance managers, but this may 
be because factor loadings are not available for this market 

 the New Zealand Commerce Commission has recently released revised draft 
guidelines on its approach to estimating the cost of capital, which refer to the 
possible use of the FFM as a cross-check for the cost of equity determined by the 
CAPM. 

Based on this information, Jemena submits that the FFM is a well accepted model. 

Jemena’s access arrangement proposal further outlines that the FFM provides a best 
estimate that is more accurate than CAPM and which is determined on a reasonable 
basis, in accordance with r. 74 of the NGR.471 This is because the FFM takes account 
of the relationships between the size premium, value premium and share returns, and 
there is empirical evidence supporting these relationships from major capital markets 
including the US, Europe, the United Kingdom (UK) and Japan. In addition, 
supporting evidence can also be found in Australia for the FFM value premium (that 
is, the relationship between the book-to-market ratio and return), although it is less 
clear that the size factor is priced in Australia.472 

The NERA report on the FFM notes that how well a model can predict outcomes can 
also be used to demonstrate whether a model provides a best estimate. The factors the 
NERA report on the FFM considers are:473 

 the identification of additional sources of systematic (non-diversifiable) risk 

 the explanation of the cross-section of historical share returns 

 the prediction of required returns on share portfolios. 
                                                 
 
469  NERA, Fama–French model, 12 August 2009, pp. 27–35. 
470  Source papers are Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993 and 

Sharpe, ‘Capital Asset Prices’, Journal of Finance, 1964. 
471  Jemena, Access arrangement information, August 2009, pp. 141, 144. 
472  Jemena, Access arrangement information, August 2009, p. 143. 
473  NERA, Fama–French model, 12 August 2009, pp. 22–26. 
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The NERA report on the FFM includes a specific analysis of the share market returns 
for 21 US gas and electricity companies between 1980 and 2009. This analysis 
compares the FFM and CAPM estimates against the observed returns. The NERA 
report on the FFM concludes that the CAPM underestimates the returns on US 
regulated gas and electricity companies and it should not be used to determine the rate 
of return for these utilities. Further, the NERA report on the FFM concludes that the 
FFM is a better predictor of the returns required on a portfolio of US gas and 
electricity utilities than the CAPM.474 

5.5.2 Submissions 
The AER received submissions on Jemena’s proposal to use the FFM, rather than the 
standard Sharpe–Lintner CAPM, for estimating the return on equity from: 

 the Australian Pipeline Industry Association Ltd (APIA)475 

 the Financial Investor Group (FIG)476 

 the Energy Networks Association (ENA)477 

 the Energy Users Association of Australia (EUAA)478 

 the Energy Markets Reform Forum (EMRF).479 

The APIA submits that the FFM meets the requirements of the NGL and NGR and 
should be available for use by gas infrastructure companies.480 However, the APIA’s 
support is qualified—it recognises that there may be issues in regard to sourcing data 
when using the FFM.481 

The FIG submits that models other than the CAPM—such as the Black CAPM, the 
zero–beta Fama–French two–factor model, and the FFM proposed by Jemena—meet 
the requirements of the NGR. The FIG submits that since the FFM is as valid as the 
CAPM, the AER should give serious consideration regarding its use to set the rate of 
return on equity.482 The FIG notes that the estimation of CAPM parameters is 
inherently backward looking, rather than forward looking.483 The FIG considers that 

                                                 
 
474  NERA, Fama–French model, 12 August 2009, p. 26. 
475  APIA, Submission on Jemena Gas Networks Proposed Revised Access Arrangement, 9 November 2009 

(APIA, Submission to the AER, 9 November 2009). 
476  FIG, Submission to the AER on the New South Wales Gas Access Arrangement Review 2010–2015, 

9 November 2009 (FIG, Submission to the AER, 9 November 2009). 
477  ENA, Submission to the AER on the New South Wales Gas Access Arrangement Review 2010-2015, 

13 November 2009 (ENA  Submission to the AER, 13 November 2009). 
478  EUAA, Submission to the AER on Jemena Gas Networks’ Access Arrangement proposal 2010/11–

2014/15, 10 November 2009 (EUAA, Submission to the AER, 10 November 2009). 
479  EMRF, NSW Gas Distribution Revenue Reset, Jemena Application: A response by the Energy Markets 

Reform Forum, 9 November 2009 (EMRF, Submission to the AER, 9 November 2009). 
480  APIA, Submission to the AER, 9 November 2009, pp. 1–5. 
481  APIA, Submission to the AER, 9 November 2009, p. 4. 
482  FIG, Submission to the AER, 9 November 2009, p. 3. 
483  FIG, Submission to the AER, 9 November 2009, p. 2. 
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the AER should examine a variety of capital pricing models, establish a range of 
possible outcomes, and then select a point estimate towards the upper end of this 
range.484 

The ENA submits that the FFM appears to be relevant in an Australian context and 
could potentially be superior to the CAPM because it is well accepted in academic 
literature, and variants of the FFM are used by US managers in making investment 
decisions. The FFM is also recommended by an international expert panel to the New 
Zealand Commerce Commission as a means to check returns on equity for regulated 
businesses.485 

The EUAA submission does not support the use of the FFM.486 The EUAA submits 
that the AER should use the CAPM to determine the rate of return on equity as this is 
a well accepted methodology. The EUAA notes that changing from the CAPM to the 
FFM would provide a 25 per cent increase in the WACC compared to the earlier 
access arrangement. The EUAA considers that this is a significant increase but it is 
difficult to determine exactly which component of the FFM is responsible for the 
higher cost of capital.487 

The EMRF submission does not support the use of the FFM. The EMRF submits that 
the FFM includes additional elements for equity return over the CAPM, which 
provides Jemena with an increase in the WACC.488 The EMRF states that even 
though NERA outlines that the FFM is a well accepted financial model, it is not used 
by any Australian regulators or a majority of Australian businesses.489 The EMRF 
submits that support for the FFM is not universal, but the CAPM—despite its 
limitations, as acknowledged by NERA—is widely accepted.490 Further, the EMRF 
submits that there are data limitations in deriving the two additional risk premiums 
(SMB and HML), as well as the two additional betas, particularly given the available 
time series of data of only eight years.491 

Jemena also submits a letter (with an accompanying consultant’s report) on the AER’s 
draft decision for ActewAGL’s access arrangement proposal for the ACT, 
Queanbeyan and Palerang gas distribution network which it seeks to have considered 
for the Jemena draft decision.492 Although not a submission on the Jemena proposal, 
the content is relevant to the evaluation of the FFM and is therefore considered by the 
                                                 
 
484  FIG, Submission to the AER, 9 November 2009, p. 3. 
485  ENA, Submission to the AER, 13 November 2009, pp. 1–2. 
486  EUAA, Submission to the AER, 10 November 2009, section 4.3–4.6. 
487  EUAA, Submission to the AER, 10 November 2009, section 4.5. 
488  EMRF, Submission to the AER, 9 November 2009, p. 50. 
489  EMRF, Submission to the AER, 9 November 2009, p. 51. 
490  EMRF, Submission to the AER, 9 November 2009, p. 52. 
491  EMRF, Submission to the AER, 9 November 2009, p. 53. 
492  Jemena, Jemena Gas Networks – Submission on ActewAGL draft decision, 22 December 2009 (Jemena, 

Submission on ActewAGL decision, 22 December 2009). Attached report was NERA Economic 
Consulting, Review of Da, Guo and Jagannathan empirical evidence on the CAPM: A report for Jemena 
Gas Networks, 21 December 2009 (NERA, Review of Da, Guo and Jagannathan, 21 December 2009). 
Source paper is Z. Da, R. Guo and R. Jagannathan, ‘CAPM for estimating the cost of equity capital: 
interpreting the empirical evidence’, NBER working paper series, 2009, paper number 14889 (Da, Guo and 
Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889). 
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AER as part of this draft decision.493 This submission (including an accompanying 
consultant’s report) is discussed where relevant in section 5.5.3 and considered in 
detail in appendix A. 

5.5.3 AER’s analysis and considerations 

Regulatory framework 

The AER notes that r. 87 of the NGR sets out the following factors to which regard 
must be had when establishing the rate of return on capital: 

 Well accepted—the standard CAPM is recognised as a well accepted financial 
model under the NGR,494 and is the only model accepted for use under the 
National Electricity Law and National Electricity Rules.495 

 Prevailing conditions in the market for funds—the market is the Australian 
domestic equity market.496 

 Benchmark levels of efficiency—the return on capital is a benchmark return, not 
the return on capital for the specific circumstances of the service provider. As 
outlined in the AER’s review of weighted average cost of capital (WACC) 
parameters (the WACC review),497 the benchmark levels of efficiency are 
determined in relation to a notional benchmark service provider.498 

The AER considers that the rate of return determined using benchmark levels of 
efficiency in r. 87 of the NGR will be based on forecasts and estimates that meet the 
requirements of r. 74(2) of the NGR: 

 Arrived at on a reasonable basis—the model used must provide for a statistically 
valid model that can be estimated from available Australian data to produce a 
reliable empirical estimate. As part of the assessment of whether a model provides 
an estimate on a reasonable basis, the theoretical underpinnings and conceptual 
basis for the model may need to be considered.499 

                                                 
 
493  This consideration occurred to the extent possible given the time available. Submissions on the Jemena 

proposal closed on 10 November 2009, but this letter from Jemena (and accompanying report) was not 
received until the 22 December 2009. 

494  NGR, r. 87(2)(b). 
495  NER, rr. 6.5.2 and 6A.6.2. 
496  NGR, r. 87(1). 
497  AER, Final decision: Electricity transmission and distribution network service providers: Review of the 

weighted average cost of capital (WACC) parameters, 1 May 2009 (AER, Final decision: WACC review, 
1 May 2009). 

498  AER, Final decision: WACC review, 1 May 2009, pp. 77–82, 101–110. The benchmark efficient network 
service provider is defined as a ‘pure–play’ regulated network business operating within Australia without 
parent ownership. 

499  NGR, r. 74(2)(a). 
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 Best estimate or forecast possible in the circumstances—the model must produce 
a better forecast and estimates of the expected rate of return than alternative 
models or approaches in the circumstances.500 

The following sections assess the FFM (as proposed by Jemena and its consultant, 
NERA) with reference to whether the proposal represents a well accepted model and 
if this proposed model is consistent with benchmark levels of efficiency as required 
by r. 87 of the NGR. Also important is the prevailing conditions in the market for 
funds and the risks involved in providing reference services.501 However, the AER 
considers that the relevant market for funds and the risks involved in providing 
services—and indeed the benchmark levels of efficiency—were considered at length 
in the WACC review, and other recent electricity and gas decisions so are not 
considered in detail below .502 

Well accepted model 

A key consideration under r. 87 of the NGR is whether the FFM proposed by 
Jemena—based on the analysis in the NERA report on the FFM—can be considered a 
well accepted financial model. The NERA report provides detailed arguments as to 
why the FFM can be considered a well accepted model in accordance with r. 87(2) of 
the NGR.503 The NERA report on the FFM also submits that the FFM provides a best 
estimate arrived at on a reasonable basis, in accordance with r. 74 of the NGR.504 

In order to establish that the FFM is a well accepted model, the framework proposed 
by the NERA report on the FFM to consider this issue centres on who uses the FFM. 
As outlined above, the NERA report on the FFM states that the relevant participant 
classes are academic literature, financial market practitioners and regulators.505 The 
AER considers that an equally important issue is what these classes use the FFM for. 
For example, the purpose for which a model such as the FFM may be used by one 
academic paper (for example, explaining the cross section of past share returns in 
Japan) may be very different to the purpose of the FFM in another piece of academic 
literature (for example, predicting future share returns in Australia). As outlined 
above the relevant context for considering the FFM is the use of the CAPM by 
regulators in assessing the rate of return on equity within the relevant regulatory 
framework. For the AER, the relevant regulatory framework seeks to establish a 

                                                 
 
500  NGR, r. 74(2)(b). 
501  NGR, r. 87(1). 
502  AER, Final Decision: WACC review, 1 May 2009, p. 99–101, 104–110, 423–426; AER, Final decision: 

Australian Capital Territory distribution determination 2009–10 to 2013–14, 28 April 2009, pp. 214–270 
(AER, Final decision: Australian Capital Territory distribution determination April 2009); AER, Final 
decision, New South Wales distribution determination 2009–10 to 2013–14, 28 April 2009, pp. 80, 180–
185, 218–222 (AER, Final decision, New South Wales distribution determination April 2009); AER, Draft 
decision, ActewAGL distribution access arrangement proposal 1 July 2010 – 30 June 2015, November 
2009, pp. 57, 70 (AER, Draft decision: ActewAGL distribution access arrangement proposal, November 
2009), and AER, Draft decision, Country Energy Access arrangement proposal 1 July 2010 – 30 June 
2015, November 2009, pp. 42, 52 (AER, Draft decision: County Energy access arrangement proposal, 
November 2009). 

503  NERA, Fama–French model, 12 August 2009, pp. 22–26 (section 4.1), 35 (section 4.3). 
504  NERA, Fama–French model, 12 August 2009, pp. 27–35 (section 4.2). 
505  NERA, Fama–French model, 12 August 2009, pp. 27–28. 
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benchmark rate of return, in the Australian market.506 Consistent with the national gas 
objective under s. 23 of the NGL, the benchmark rate of return seeks to provide the 
service provider with an adequate return for its investment and provide appropriate 
incentives for efficient investment while balancing the long-term interests of users.  

In view of the above context, the AER considers that the analysis of the three 
participant classes—academic literature, finance market practitioners and regulators—
in the NERA report on the FFM has limitations.507 This is because the NERA report 
on the FFM, which considers who uses the FFM, fails to take account of what the 
model is used for. The AER considers that this is critical because the AER’s analysis 
of the rate of return is limited by the NGR to benchmark returns on assets included in 
the capital base, but the FFM may be used for other purposes. 

Academic literature 
Jemena submits that the FFM has gained wide acceptance in the academic literature, 
but does not list any specific examples.508 The NERA report on the FFM states that 
there is a ‘significant body of academic literature’ that supports the FFM.509 While the 
NERA report on the FFM cites certain references as outlined below, this report does 
not include references to the academic literature to support the statement. The NERA 
report on the FFM cites: 

 the 1992 and 1993 papers by Fama and French that identify the existence of value 
and size premiums510 

 a paper by Gaunt (and a conference presentation by O’Brien, Brailsford and 
Gaunt) that presents Australian evidence for Fama–French factors, concluding that 
it is a better explanation than the CAPM for observed Australian share market 
outcomes511 

 a paper by Davis, Fama and French that finds results consistent with the FFM in 
samples outside of the sample used in the original analysis512 

                                                 
 
506  The AER notes that r. 87(1) of the NGR states that the rate of return on capital is to be commensurate with 

prevailing conditions in the market for funds and the risks involved in providing reference services. 
Further, r. 87(2) of the NGR states that the rate of return should be set on the assumption that the service 
provider meets benchmark levels of efficiency. 

507  NERA, Fama–French model, 12 August 2009, p. 28. 
508  NERA, Fama–French model, 12 August 2009, p. 28 (section 4.2.2). 
509  NERA, Fama–French model, 12 August 2009, p. 28. 
510  NERA, Fama–French model, 12 August 2009, pp. 10, 11, 13, 14, 15 and 16 (footnotes 14, 17, 19, 22, and 

27). Source papers are Fama and French, ‘Cross-section of stock returns’, Journal of Finance, 1992 and 
Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993. 

511  NERA, Fama–French model, 12 August 2009, pp. 11, 16 (footnote 32). Source papers are C. Gaunt, ‘Size 
and book to market effects and the Fama French three factor asset pricing model: Evidence from the 
Australian stockmarket’, Accounting and Finance, 2004, vol. 44, pp. 27–44 (Gaunt, ‘Fama–French model: 
Australian evidence’, Accounting and Finance, 2004) and M. O’Brien, T. Brailsford, and C. Gaunt, ‘Size 
and book-to-market factors in Australia’, Presentation to the 21st Australasian Finance and Banking 
Conference, 2008 (O’Brien, Brailsford, and Gaunt, ‘Market factors in Australia’, Australasian Finance 
and Banking Conference, 2008). 

512  NERA, Fama–French model, 12 August 2009, p. 22 (footnote 50). Source paper is J. Davis, E. Fama, and 
K. French, ‘Characteristics, covariances, and average returns: 1929 to 1997’, Journal of Finance, February 



 

 103

 a paper by Chan, Hamao and Lakonishok that finds results consistent with the 
FFM in Japan.513 

The AER considers that five academic papers (and one conference presentation) do 
not constitute a significant body of evidence. The NERA report on the FFM does not 
provide an explanation of how these six academic references were selected, or a 
justification of why they represent the opinion of a sufficient cross-section of the 
academic literature participant class. The AER observes that although Jemena’s 
access arrangement proposal (and the NERA report on the FFM) states that evidence 
supporting the FFM has been found in capital markets in Europe and the UK,514 no 
academic papers are referenced that present evidence from these markets. 

The AER acknowledges the submissions on this issue from the FIG and the ENA, 
which state that the FFM has broad support in the academic literature.515 In contrast, 
the EMRF submission states that there is an opposing body of evidence which does 
not support the FFM.516 However, the AER notes that none of these submissions cite 
any specific papers which the AER can take into consideration in the draft decision. 

In contrast, the AER includes a discussion of specific academic papers about the FFM 
later in this section. As outlined later the AER does not find there to be a significant 
body of evidence in support of the FFM. 

The NERA report on the FFM states that the FFM is more widely used as a 
benchmark by academics than the CAPM. To support this, the NERA report on the 
FFM outlines that the 1993 Fama–French paper setting out the FFM was cited twelve 
times in the Journal of Finance in 2007, whereas the 1964 Sharpe paper which laid 
the foundations of the CAPM was cited just once.517 

Without considering whether the number of citations constitutes an appropriate 
quantitative basis for determining what a well accepted model is, the AER considers 
that the analysis in the NERA report on the FFM is selective.518 Another clear 
limitation of this approach is that the FFM was only developed in 1993, whereas the 
Sharpe CAPM was developed in 1964. Therefore, the Sharpe CAPM has almost 30 
years head start on the number of citations in academic journals compared with the 
FFM. 
                                                                                                                                            
 

2000, vol. 60(1), pp. 389–406 (Davis, Fama and French, ‘Average returns: 1929 to 1997’, Journal of 
Finance, 2000). 

513  NERA, Fama–French model, 12 August 2009, p. 22 (footnote 51). Source paper is L. Chan, Y. Hamao, 
and J. Lakonishok, ‘Fundamentals and stock returns in Japan’, Journal of Finance, December 1991, 
vol. 46(5), pp. 1739–1764 (Chan, Hamao and Lakonishok, ‘Stock returns in Japan’, Journal of Finance, 
1991). 

514  Jemena, Access arrangement information, August 2009, p. 143 and NERA, Fama–French model, 
12 August 2009, p. 22. 

515  ENA, Submission to the AER, 13 November 2009, p. 2 and FIG, Submission to the AER, 9 November 
2009, p. 2. 

516  EMRF, Submission to the AER, 9 November 2009, p. 52. 
517  NERA, Fama–French model, 12 August 2009, p. 29. The source papers are Fama and French, ‘Common 

risk factors’, Journal of Financial Economics, 1993 and Sharpe, ‘Capital Asset Prices’, Journal of 
Finance, 1964. 

518  Specifically, it is limited to the Journal of Finance, to the year 2007, and to two specific source papers (the 
1964 Sharpe paper and the 1993 Fama–French paper). No justification is given for any of these selections. 
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A further demonstration of the limitations of the NERA report on the FFM can be 
provided by examination of relevant articles in the Journal of Finance in 2007. Of the 
twelve papers that the NERA report on the FFM considers supportive of the well 
accepted status of the FFM (because they draw on the 1993 Fama–French paper):519 

 Two papers (Chen, Lesmond and Wei; Almeida and Phillipon) deal only with 
bond returns (not equity), and reference the 1993 Fama–French paper because of 
its description of bond pricing factors.520 These papers do not support the FFM for 
setting the cost of equity. 

 Three papers use the FFM as the benchmark predictor of returns, but only in the 
context of showing shortcomings of the FFM that can be corrected by the use of a 
different model or factor specification. These papers do not support the FFM as 
proposed in the NERA report on the FFM. Specifically: 

 Boudoukh, Mechaely, Richardon and Roberts state that using payout yields 
(rather than dividend yields) explains share returns and subsumes the HML 
factor.521 

 Tetlock states that media reports (coverage in Wall Street Journal articles) 
predict changes in small firms’ returns, and that the SMB factor is therefore a 
proxy for exposure to media sentiment.522 

 Franzen, Rodgers and Simin state that the FFM is a poor predictor because it 
cannot explain distress risk (measured by the Ohlson distress factor).523 

 Two papers (Huang, Wei and Yan; Chhaochharia and Grinstein) use the Carhart 
(1997) four-factor model as the benchmark predictor of share returns, not the 
FFM.524 These papers do not support the use of the FFM without addition of a 
momentum factor. 

 Two papers use the CAPM, the FFM and the four factor Carhart (1997) model to 
set benchmark returns. Both papers use the CAPM without referencing the 1964 
Sharpe paper. Specifically: 

                                                 
 
519  NERA, Fama–French model, 12 August 2009, p. 29. 
520  L. Chen, D. Lesmond and J. Wei, ‘Corporate Yield Spreads and Bond Liquidity’, Journal of Finance, 

February 2007, vol. 62(1), pp. 119–150 and H. Almeida and T. Philippon, ‘The Risk-Adjusted Cost of 
Financial Distress’, Journal of Finance, December 2007, vol. 62(6), pp. 2557–2586. 

521  J. Boudoukh, R. Mechaely, M. Richardson and M. Roberts, ‘On the Importance of Measuring Payout 
Yield: Implications for Empirical Asset Pricing’, Journal of Finance, April 2007, vol. 62(2), pp. 877–916. 

522  P. Tetlock, ‘Giving Content to Investor Sentiment: The Role of Media in the Stock Market’, Journal of 
Finance, June 2007, vol. 62(3), pp. 1139–1168. 

523  L. Franzen, K. Rodgers and T. Simin, ‘Measuring Distress Risk: The Effect of R&D Intensity’, Journal of 
Finance, December 2007, vol. 62(6), pp. 2931–2968. The source paper for the Ohlson distress factor is J. 
Ohlson, ‘Financial ratios and the probabilistic prediction of bankruptcy’, Journal of Accounting Research, 
1980, vol. 18, pp. 109–131. 

524  J. Huang, K. Wei and H. Yan, ‘Participation Costs and the Sensitivity of Fund Flows to Past Performance’, 
Journal of Finance, June 2007, vol. 62(3), pp. 1273–1312 and V. Chhaochharia and Y. Grinstein, 
‘Corporate Governance and Firm Value: The Impact of the 2002 Governance Rules’, Journal of Finance, 
August 2007, vol. 62(4), pp. 1789–1826. 
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 Sadka and Scherbina state that all three models perform best when augmented 
with a liquidity factor.525 The paper does not support the use of the FFM as 
proposed in the NERA report on the FFM. 

 Kacperczyk and Seru find that they can explain managed portfolio returns by a 
measure of the skill of the manager (reliance on public information).526 The 
paper supports the use of all three models. 

 One paper (Jagannathan and Wang) uses the CAPM, the FFM and the 
consumption-CAPM, which is a variant of the CAPM that accounts for the 
covariance of the return on the asset with contemporaneous aggregate 
consumption growth.527 This paper supports the use of both consumption–CAPM 
and FFM, but not the (standard) CAPM which it finds inferior. 

 One paper (Avramov, Chordia, Jostova and Philipov) uses both the CAPM and the 
FFM as its baseline return predictor, even though it does not cite the 1964 Sharpe 
paper.528 This paper supports the use of both models. 

 One paper (George and Hwang) uses the FFM as its benchmark return predictor, 
and finds that the FFM performs well once adjustments are made for tax 
effects.529 This paper does not support the use of the FFM as proposed by the 
NERA report on FFM. 

The NERA report on FFM finds one paper in the Journal of Finance (in 2007) that 
references the 1964 Sharpe paper on the CAPM. In fact, this paper, by Lettau and 
Wachter, considers both the CAPM and the FFM.530 Although it does not cite the 
1993 Fama–French paper (and hence was not included in NERA’s list of twelve 
FFM-citing papers above), it does reference a 1992 paper by Fama and French which 
was equally foundational for the development of the FFM.531 Lettau and Wachter 
state that the Fama–French HML factor can be explained by a dynamic risk based 
model of time preference reactions to shocks. This paper does not support the use of 
either the CAPM or the FFM.532 

The AER concludes from this analysis that in general: 

                                                 
 
525  R. Sadka and A. Scherbina, ‘Analyst Disagreement, Mispricing, and Liquidity’, Journal of Finance, 

October 2007, vol. 62(5), pp. 2367–2404. 
526  M. Kacperczyk and A. Seru, ‘Fund Manager Use of Public Information: New Evidence on Managerial 

Skills’, Journal of Finance, April 2007, vol. 62(2), pp. 485–528. 
527  R. Jagannathan and Y. Wang, ‘Lazy Investors, Discretionary Consumption, and the Cross-Section of Stock 

Returns’, Journal of Finance, August 2007, vol. 62(4), pp. 1623–1662. 
528  D. Avramov, T. Chordia, G. Jostova and A. Philipov, ‘Momentum and Credit Rating’, Journal of Finance, 

October 2007, vol. 62(5), pp. 2503–2520. 
529  T. George and C. Hwang, ‘Long-Term Return Reversals: Overreaction or Taxes?’, Journal of Finance, 

December 2007, vol. 62(6), pp. 2865–2896. 
530  M. Lettau and J. Wachter, ‘Why Is Long-Horizon Equity Less Risky? A Duration-Based Explanation of 

the Value Premium’, Journal of Finance, February 2007, vol. 62(1), pp. 55–92. 
531  The AER notes that the 1992 Fama–French paper is cited by the Walter and Lettau paper, two of the 

papers that also cite the 1993 Fama–French paper, and two other papers in the Journal of Finance in 2007. 
532  M. Lettau and J. Wachter, ‘Why Is Long-Horizon Equity Less Risky? A Duration-Based Explanation of 

the Value Premium’, Journal of Finance, February 2007, vol. 62(1), pp. 55–92. 
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 Citations cannot be relied on to demonstrate acceptance of a model. Rather, in 
most of the examples above, it is indicative of areas of continued debate or 
disagreement. 

 Papers that cite the 1993 Fama–French paper, rather than supporting the use of the 
FFM, demonstrate its limitations and seek to propose alternatives. 

 The CAPM is considered so well accepted in academic literature that references 
do not cite the seminal works and papers. 

In conclusion, the AER does not consider that the number of citations in the Journal 
of Finance in 2007 provides sufficient evidence or justification to support the 
submission that the FFM is a well accepted model among academics for the purpose 
of determining a benchmark rate of return as required under r. 87 of the NGR. 

Financial market practitioners 
On the basis of the NERA report on the FFM, Jemena submits that a demonstration 
that the FFM is well accepted is the use of the FFM by financial market 
practitioners.533 As evidence, the NERA report on the FFM states that a paper by 
Graham and Harvey that surveys the practices of US finance managers (the Graham 
and Harvey survey) indicates that one third of managers used the CAPM with 
additional risk factors.534 Jemena submits that a significant subset of these managers 
use size and value factors.535 

In examining the Graham and Harvey survey results, the AER notes that it included 
ten risk factors that might be added to the CAPM by finance managers when 
estimating their company cost of capital.536 Respondents were able to select any 
number of factors that they used. The size factor was the fifth most popular choice 
(34 per cent of respondents), and the value factor (book-to-market ratio) ninth out of 
the ten options (13 per cent).537 

The maximum proportion who could be applying the size and value factors (together 
in accordance with the FFM) is therefore 13 per cent of the one third of managers 
using multi-factor CAPM, or just 4 per cent of the total sample. However, a usage rate 
of 4 per cent of managers assumes that every manager who applies the value premium 
also applies the size premium, and none of the other eight factors. Further, every 
manager must be applying the size and value factors as per the FFM, and not in 
accordance with any of the alternative models that adjust for these risks. This does not 

                                                 
 
533  Jemena, Access arrangement information, August 2009, p. 143. 
534  Jemena, Access arrangement information, August 2009, p. 143. Source paper is J. Graham and C. Harvey, 

‘The theory and practice of corporate finance: evidence from the field’, Journal of Financial Economics, 
2001, vol. 60, pp. 187–243 (Graham and Harvey, ‘Corporate finance: evidence’, Journal of Financial 
Economics, 2001). 

535  Jemena, Access arrangement information, August 2009, p. 143. 
536  The full list of risk factors (with proportions) is general interest rates (48 per cent), foreign exchange (45 

per cent), business cycle (44 per cent), unexpected inflation (38 per cent), firm size (34 per cent)—e.g. the 
SMB premium, commodity price (33 per cent), term structure of interest rate (25 per cent), distress risk (19 
per cent), market-to-book ratio (13 per cent)—e.g. the HML premium, and momentum (11 per cent). See 
Graham and Harvey, ‘Corporate finance: evidence’, Journal of Financial Economics, 2001, p. 202. 

537  Graham and Harvey, ‘Corporate finance: evidence’, Journal of Financial Economics, 2001, p. 202, table 3. 
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appear plausible. An even distribution of factor use would result in 0.16 per cent of 
the multi-factor CAPM cohort implementing only size and value factors—that is less 
than 0.06 per cent of the total sample. 

The AER considers that a reasonable interpretation of the Graham and Harvey survey 
results is that the FFM is used by less than one per cent of US finance managers. The 
AER considers that this is not a significant subset. It could not be considered 
reasonable evidence that the FFM is ‘well accepted’ by this participant class. 

Further, it relies on US market experience and so is not representative of finance 
market practitioners in Australia. A more relevant survey by Truong, Partington and 
Peat shows no evidence of the use of the FFM by Australian finance managers.538 The 
AER notes submissions on this matter by the APIA, the ENA and the FIG, but 
considers that these submissions do not provide evidence of the use of the FFM by 
Australian managers.539 

Based on the NERA report on the FFM, Jemena submits that Australian investment 
portfolios are more consistent with the FFM than the CAPM.540 The NERA report on 
the FFM provides more details using a report by Mercer Investment Nominees (the 
Mercer report).541 The Mercer report shows investment portfolios which differ from 
the market average on size and book-to-market average exist, in keeping with the 
FFM predictions.542 

However, the AER notes that the existence of these portfolios is necessary but not 
sufficient to establish that the FFM is used by Australian investment fund managers to 
determine their investment portfolios. Fund managers may have adopted these 
investment portfolios for a reason entirely different than the factors which the FFM 
seeks to account for. The Mercer report does not ask whether Australian investors (via 
their equity managers) use the FFM.543 It is therefore irrelevant to the question of 
whether or not the FFM is well accepted. 

The AER also considers that examination of the year to year variation in size and 
book-to-market ratios does not support the NERA report on the FFM interpretation of 
the Mercer report. For example, from December 2003 to December 2004, both size 
and book-to-market ratios show very little deviation from the market average. 
Following the argument as outlined in the NERA report on the FFM to its logical 
conclusion, all Australian investors using the FFM in 2002 abandoned this approach 
at the end of 2003, but then returned to it at the beginning of 2005. This does not 
appear plausible. 

                                                 
 
538  G. Truong, G. Partington and M. Peat, ‘Cost-of-capital estimation and capital-budgeting practice in 

Australia’, Australian Journal of Management, June 2008, vol. 33(1), pp. 95–121. 
539  APIA, Submission to the AER, 9 November 2009, ENA, Submission to the AER, 13 November 2009 and 

FIG, Submission to the AER, 9 November 2009. 
540  Jemena, Access arrangement information, August 2009, p. 143. 
541  NERA, Fama–French model, 12 August 2009, p. 32. Source document is Mercer Investment Nominees 

Limited, Jemena: Book to price and market cap of Australian equity portfolios, 10 July 2009 (Mercer, 
Australian equity portfolios, 10 July 2009). 

542  NERA, Fama–French model, 12 August 2009, pp. 32–33. 
543  Mercer, Australian equity portfolios, 10 July 2009. 
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The Mercer report’s results may also reflect the selection of an inappropriate market 
proxy (ASX S&P300).544 Further, although there are deviations, the Mercer report 
itself emphasises that the majority of investment portfolios do not deviate 
significantly from the market average.545 The AER does not consider the Mercer 
report provides evidence that the FFM is a well accepted model by Australian 
financial market practitioners and therefore does not support Jemena’s claim that the 
FFM is a well accepted model, as required under r. 87 of the NGR.546 Further, the 
AER considers that evidence does not support Jemena’s claim that the FFM provides 
a best estimate arrived at on a reasonable basis, as required under r. 74 of the NGR.  

Regulators 
Jemena submits that the revised draft guidelines of the New Zealand Commerce 
Commission (NZCC) provide evidence that the use of the FFM is accepted as a cross-
check method by regulators.547 The AER notes that the guidelines cited are in draft 
form and still being deliberated on.548 At a workshop on the approach to estimating 
the rate of return held on 12 November 2009, the NZCC participants informed it 
about the limitations of using this model as a check.549 For example, many 
participants expressed reservations about the use of the FFM, even as a cross-check 
method, emphasising its lack of theoretical underpinnings, the criticism that it is a 
data mining exercise, and the need for an established data set that may be difficult to 
practically apply.550 Participants also raised that even as a cross-check method 
consideration about what weight should be given to such methods may limit its use as 
a cross-check method.551 

The AER is not aware of an Australian or overseas regulator that currently uses the 
FFM as a primary method of assessing an appropriate rate of return on capital. 

The AER considers that at best the NERA report on the FFM outlines that the FFM is 
being considered as a potential cross-check method by one regulator (the New 
Zealand Commerce Commission),552 but it is certainly not a model that is in use by 
regulators. Since the FFM is not well accepted in a regulatory context, the AER 

                                                 
 
544  Mercer, Australian equity portfolios, 10 July 2009, p. 1. 
545  Mercer, Australian equity portfolios, 10 July 2009, pp. 8, 14. 
546  This includes consideration of the factors under r. 74(2) of the NGR, which are relevant to the 

determination of a benchmark efficient rate of return under r. 87(2) of the NGR. 
547  Jemena, Access arrangement information, August 2009, pp. 143–144 and NERA, Fama–French model, 

12 August 2009, pp. 33–34. 
548  The NZ Commerce Commission commenced the review of the cost of capital in October 2005, and is 

currently scheduled to finalise the guidelines in the first quarter of 2010. New Zealand Commerce 
Commission, Revised draft guidelines: The Commerce Commission’s approach to estimating the cost of 
capital, 19 June 2009, p. 5. 

549  New Zealand Commerce Commission, Cost of Capital Workshop: 12 November 2009, pp. 10–11, 12–14, 
19, 21, 22–24, 26, viewed 3 December 2009, 
<http://www.comcom.govt.nz/IndustryRegulation/Part4/DecisionsList.aspx>. 

550  New Zealand Commerce Commission, Cost of Capital Workshop: 12 November 2009, pp. 19, 21, 22–24, 
viewed 3 December 2009, <http://www.comcom.govt.nz/IndustryRegulation/Part4/DecisionsList.aspx>. 

551  New Zealand Commerce Commission, Cost of Capital Workshop: 12 November 2009, p. 26, viewed 
3 December 2009, <http://www.comcom.govt.nz/IndustryRegulation/Part4/DecisionsList.aspx>. 

552  NERA, Fama–French model, 12 August 2009, pp. 33–34. 
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considers that this indicates the model is not a well accepted model as required by 
r. 87 of the NGR. 

NERA report model specification and outcomes 

Model specification 
The AER considers that the relevant specification of the FFM needs to meet the 
requirements of the NGR. However, as outlined below the proposed specification of 
the FFM is inconsistent with the legislative framework. 

First, Jemena submits that the FFM should result in a more accurate estimate than the 
CAPM, because it is better able to identify other risks, explain historical returns and 
predict returns.553 The FFM seeks to adjust for business specific risks, but the 
regulatory framework for assessment is a benchmark exposure to risks. That is, the 
FFM posits that a business’ return should be based on its specific characteristics—the 
business size and book-to-market ratio. The regulatory framework requires that a rate 
of return be based on benchmark characteristics reflecting the circumstances of an 
efficient firm providing regulated services. Hence, recognising that the FFM needs to 
be adapted to the regulatory framework, the NERA report on the FFM proposes a 
form of the FFM which is a variant on the original specification. This means that even 
if the AER was to accept that the (original) FFM is a well accepted model,554 the 
NERA report on the FFM does not use the original specification. Therefore, many of 
the above mentioned academic references are not relevant to the consideration of the 
FFM in the NERA report on the FFM.555 

Second, the NERA report on the FFM’s specification of the FFM explains 
relationships and rates of returns in a US market context. The AER considers that this 
market has limited relevance to determining the rate of return that reflects the 
prevailing conditions in Australia. 

Third, the specification of the FFM in the Jemena access arrangement proposal does 
not address the role of expectations in determining the required rate of return for an 
investor. The CAPM includes an explicit theoretical relationship between return 
expectations and return outcomes. It is not clear how expectations are derived from 
ex-post observations under the proposed application of the FFM in the NERA report 
on the FFM. 

In addition, the approach in the NERA report on the FFM to manipulating data prior 
to parameter estimation represents a distortion of the original FFM by:556 

 the adjustment of returns for gearing 

 the pooling of firms of disparate sizes 

                                                 
 
553  Jemena, Access arrangement information, August 2009, pp. 142–144. 
554  The AER clarifies that the FFM would have to be a well accepted model for the relevant purpose, which is 

the determination of a benchmark rate of return. 
555  Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993, p. 24 and NERA, Fama–

French model, 12 August 2009, p. 15. 
556  NERA, Fama–French model, 12 August 2009, pp. 24–25, 37–39, 40–45, 49–50. 
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 including a negative SMB risk premium. 

Model outcomes 
The AER considers that there are two major reasons why the FFM as specified in the 
NERA report on the FFM does not meet the requirements of r. 87 of the NGR.557 The 
following discussion below outlines that the FFM: 

 has no theoretical grounding, and is driven by an econometric search for variables 
exhibiting correlations in historical data 

 relies on empirical variables whose significance varies across different studies and 
timeframes. 

It further outlines that the particular implementation of the FFM in the NERA report 
on the FFM: 

 does not include a statistical analysis that tests the forecasting ability of the 
proposed FFM 

 does not justify the relevance of the proposed FFM to Australian utilities 

 is inconsistent with the original purpose of the FFM in that it does not elucidate 
the differences between firms 

 relies on empirical analysis that is unsound 

 adjusts inputs in ways that may alter the underlying relationships. 

Basis of the Fama–French model 
The AER notes that the FFM is often charged with the criticism of lacking a basis in 
finance theory and is derived from a data mining exercise, which established the 
statistical significance of explanatory variables.558 The AER considers that given the 
lack of a theoretical framework, this model may not provide a reasonable basis for 
determining a benchmark rate of return outside of the frame of reference for the 
original empirical study and data set. 

As a consequence of data mining, the relationships may reflect spurious statistical 
anomalies or may merely proxy other factors, which are the true cause of variations in 
the observed rate of return. Given the lack of theoretical underpinning, the AER has 

                                                 
 
557  More specifically, the NERA FFM does not provide for a benchmark efficient rate of return that produces 

a best estimate, and is arrived at on a reasonable basis, as required by r. 74(2) of the NGR. These 
limitations mean that the NERA FFM does not meet the requirements of r. 87(2) of the NGR to provide a 
return that is benchmark efficient, nor does it meet the requirement to provide a return commensurate with 
prevailing market conditions. 

558  For example, F. Black, ‘Beta and return’, Journal of Portfolio Management, Fall 1993, p. 10, states ‘I think 
most of the Fama and French results are attributable to data mining, especially when they re-examine 
effects that people have discussed for years.’ Also, see New Zealand Commerce Commission, Cost of 
Capital Workshop: 12 November 2009, p. 22, where Professor van Zijl states ‘In terms of other models that 
could be considered, well people do mention Fama–French but Fama–French ultimately just boils down to 
the data dredging, and is therefore going to be specific to particular time periods, commercial 
environments, it really hasn't got a lot to recommend itself.’ 
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concerns whether the proposed FFM in the NERA report on the FFM meets the 
requirements of r. 87 of the NGR because it does not provide for a benchmark 
efficient rate of return that is commensurate with market conditions and the risk 
involved in providing reference services. The AER also has concerns that the 
proposed FFM in the NERA report on the FFM is not consistent with the 
requirements of r. 74 of the NGR that estimates and forecasts must be arrived at on a 
reasonable basis and represent the best forecasts and estimates in the 
circumstances.559 The NGR context is very different from that in which the original 
data set was considered, including: 

 the FFM was developed in the US, but the regulatory framework is concerned 
with Australian capital markets, and therefore the FFM does not reflect prevailing 
market conditions in which pipeline services are provided560 

 the FFM was developed to explain patterns of return across the full range of 
market firms, but the regulatory framework is concerned with an efficient 
benchmark for regulated utilities to reflect the risks and returns relevant to the 
delivery of reference services561 

 the FFM was developed in the context of portfolio selection, but the regulatory 
framework is concerned with the benchmark firm and therefore the FFM may not 
provide a benchmark efficient rate of return.562 

The AER notes that the NERA report on the FFM submits that there is a theoretical 
basis for the FFM when it states: 563 

As such, the Fama-French three-factor model has a robust theoretical 
underpinning—the theory is clear that premiums for specific factors should 
only be observed systematically if the relevant factor is a proxy for non-
diversifiable risk. 

The AER notes that this ex-post justification using arbitrage pricing theory does not 
provide a strong theoretical basis for the FFM. Jemena does not present evidence 
sufficient to even support the arbitrage pricing theory framework, since it does not 
demonstrate systematic observance of these premiums. 

First, considering evidence from a global perspective (but particularly the US market), 
the AER notes that the academic literature does not present systematic observance of 
either the HML or SMB risk premium. Table 5.3 presents the papers cited in the 
NERA report on the FFM which show empirical evidence supporting the FFM, 
together with studies that find opposing empirical evidence from similar time periods 
and locations. 

                                                 
 
559  NGR, r. 74 and r. 87. 
560  NGR, r. 87(1). 
561  NGR, r. 87(1), 87(2)(a). 
562  NGR, r. 87. 
563  NERA, Fama–French model, 12 August 2009, p. 29. 
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Table 5.3: Selected literature on the Fama–French three–factor model 

Authors Data  Significant 
effect?a  Premium 

estimate  

 Country Years Value Size HML (%) SMB (%) 

Fama & French, 1992  US 1963–1990 Yes Yes 7.7b 2.9b 

Fama & French, 1993  US 1963–1991 Yes Yes 4.9 3.3 

Black, 1993  US 1981–1990 N/a No N/a N/r 

Kothari et al., 1995  US 1963–1990 No Yes N/r N/r 

Davis et al., 2000  US 1929–1997 Yes No 5.7 2.4 

Schwert, 2003  US 1982–2002 Noc No N/a N/a 

Ang & Chen, 2007  US 1926–2001 No N/a 4.6d N/a 

Da et al., 2009  US 1932–2007 No No 5.2 2.5 

Grauer & Janmaat, 2010  US 1963–2005 No No 5.3 3.1 

Chan et al., 1991  Japan 1971–1988 Yes No 14.0e 11.1e 

Daniel et al., 2001  Japan 1975–1997 No Yes 7.2e 4.3e 

Schrimpf et al., 2007  Germ. 1969–2002 Yes No 3.7 –2.4 

Gregory & Michou, 2009  UK 1975–2005 Yes No 5.4 0.1 

Source:  AER analysis; Fama and French, ‘Cross-section of stock returns’, Journal of 
Finance, 1992; Fama and French, ‘Common risk factors’, Journal of Financial 
Economics, 1993; F. Black, ‘Beta and return’, Journal of Portfolio 
Management, 1993, pp. 8–18. Note that the non-significant size premium 
reported by Black uses data from the 1992 Fama and French paper itself; S. 
Kothari, J. Shanken and R. Sloan, ‘Another Look at the Cross-section of 
Expected Returns’, Journal of Finance, March 1995, vol. 50(1), pp. 185–224; 
Davis, Fama and French, ‘Average returns: 1929 to 1997’, Journal of 
Finance, 2000; G. Schwert, ‘Anomalies and market efficiency’, in Handbook of 
the Economics of Finance, editors G. Constantinides, M. Harris and R. Stulz, 
2003, Elsevier Science, ch. 15, pp. 937–972; A. Ang and J. Chen, ‘CAPM over 
the long run: 1926–2001’, Journal of Empirical Finance, 2007, vol. 14, pp. 1–
40 (Ang and Chen, ‘CAPM: 1926–2001’, Journal of Empirical Finance, 2007); 
Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER 
working paper 14889; R. Grauer and J. Janmaat, ‘Cross-sectional tests of the 
CAPM and Fama–French three-factor model’, Journal of Banking and 
Finance, 2010, vol. 34, pp. 457–470; Chan, Hamao and Lakonishok, ‘Stock 
returns in Japan’, Journal of Finance, 1991; K. Daniel, S. Titman and J. Wei, 
‘Explaining the cross-section of stock returns in Japan: factors or 
characteristics’, Journal of Finance, April 2001, vol. 56(2), pp. 743–767; A. 
Schrimpf,, M. Schröder and R. Stehle, ‘Cross-sectional tests of conditional asset 
pricing models: Evidence from the German stock market’, European Financial 
Management, November 2007, vol. 31(5), pp. 880–907; A. Gregory, and M. 
Michou, ‘Industry cost of equity capital: UK evidence’, Journal of Business 
Finance and Accounting, June 2009, vol. 36(5), pp. 679–704. 
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Note:  Shaded cells are references from the NERA report on the FFM. Non-shaded 
cells contain selected references that are for similar data sets (country and 
years) but which show conflicting evidence of size and value premiums. 

na: Not applicable; this academic paper did not investigate this attribute. 
nr: Not reported; this academic paper did investigate this attribute, but did not 

report this particular figure or value. 
a: This refers to the broadest relevant conclusion reached by the study on each 

FFM components, assessed at the conventional (5 per cent) level of statistical 
significance. ‘Value’ refers to both the HML factor and HML coefficients, and 
‘size’ to both the SMB factor and SMB coefficients. 

b: Since it is prior to the publication of the 1993 Fama–French paper, this paper 
does not construct the HML and SMB factors, but equivalent values could be 
derived from the text. 

c: Value data is from 1994–2002 only. 
d: Ang and Chen construct their book-to-market premium differently to the 1993 

Fama–French paper, but an equivalent HML factor could be interpolated from 
data tables in the text. 

e: These Japanese studies construct the HML and SMB factors using methods that 
differ slightly from the 1993 Fama–French paper. Accordingly, the premiums 
have been interpolated to approximate the 1993 Fama–French paper HML 
premium (highest 30 per cent minus lowest 30 per cent) and SMB premium 
(smallest 50 per cent minus largest 50 per cent). 

As can be seen in Table 5.3, the empirical evidence does not show systematic 
observance of the Fama–French risk premiums in the US. In response to each paper 
by Fama and French, subsequent research using the same time period (but often 
alternative data sets or refined statistical procedures) shows that one or both of the 
Fama–French risk premiums do not have a statistically significant effect on rates of 
return. The central motivation for the development of the FFM—that exposure to 
market risk (that is, equity beta) has no explanatory power for returns—is not 
consistent with the data as outlined above. 

Further, evidence from other countries does not show consistent support for the 
position outlined in the NERA report on the FFM.564 The sole paper cited in the 
NERA report on the FFM that presents Japanese evidence does not support the size 
premium,565 and later work in this market casts doubt on the existence on the value 
premium.566 In Europe and the UK—noting that the NERA report on the FFM 
submits that there is supporting evidence in these markets but did not provide any 
specific references—the indicative studies shown in Table 5.3 do not support the size 
premium.567 

                                                 
 
564  Jemena, Access arrangement information, August 2009, pp.143 and NERA, Fama–French model, 

12 August 2009, p. 22. 
565  Chan, Hamao and Lakonishok, ‘Stock returns in Japan’, Journal of Finance, 1991. 
566  K. Daniel, S. Titman and J. Wei, ‘Explaining the cross-section of stock returns in Japan: factors or 

characteristics’, Journal of Finance, April 2001, vol. 56(2), pp. 743–767. 
567  Jemena, Access arrangement information, August 2009, pp.143 and NERA, Fama–French model, 

12 August 2009, p. 22. See A. Schrimpf,, M. Schröder and R. Stehle, ‘Cross-sectional tests of conditional 
asset pricing models: Evidence from the German stock market’, European Financial Management, 
November 2007, vol. 31(5), pp. 880–907 and A. Gregory, and M. Michou, ‘Industry cost of equity capital: 
UK evidence’, Journal of Business Finance and Accounting, June 2009, vol. 36(5), pp. 679–704. 
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Second, considering the more relevant Australian market,568 the NERA report on the 
FFM does not present evidence of consistent outcomes for the FFM factors. The 
NERA on the FFM cites a single peer-reviewed academic paper dealing with 
Australian evidence (and a second conference paper by the same author).569 The AER 
does not consider that this demonstrates evidence of the Fama–French risk premiums 
in the Australian market. Rather, after conducting a more thorough investigation, the 
AER considers that there is no consensus on the magnitude or even the existence of 
the Fama–French premiums in Australia.  

Table 5.4 shows the major papers published on the FFM using Australian data. 

Table 5.4: Literature on the Fama–French three–factor model in Australia 

Authors Data years Risk Premiums  Parameter 
analysis a  

  HML (%) SMB (%) 
Intercept 

not 
significant 

HML coeff 
significant 

SMB coeff 
significant 

Fama & French, 
1998  1975–1995 12.3b na na na na 

Halliwell et al., 
1999  1980–1991 14.6b 6.0b 23 of 25 6 of 25 18 of 25 

Faff, 2001  1991–1999 14.0b –9.0b,c 20 of 24 7 of 24 11 of 24 

Faff, 2004  1996–1999 6.0b –6.5b 19 of 24 14 of 24 18 of 24 

Gaunt, 2004  1993–2001 8.5b 10.0b 19 of 25 21 of 25 13 of 28 

Ghargori, Chan & 
Faff, 2007  1996–2004 10.4b 17.2b 24 of 27 20 of 27 14 of 27 

O’Brien et al., 
2008  1982–2006 9.4b 4.3 14 of 25 22 of 25 16 of 25 

Kassimatis, 2008  1993–2005 12.6b 11.5b 11 of 25 20 of 25 11 of 25 

Ghargori, Lee & 
Veeraghavan, 
2009  

1993–2005 nr nr 2 of 12 10 of 12 5 of 12 

Source:  AER analysis; E. Fama and K. French, ‘Value versus growth: The international 
evidence’, Journal of Finance, 1998, vol. 54, pp. 1975–1999; J. Halliwell, R. 
Heaney and J. Sawicki, ‘Size and book to market effects in Australian share 
markets: a time series analysis’, Accounting Research Journal, 1999, vol. 12, 
pp. 122–137; R. Faff, ‘An examination of the Fama and French three-factor 
model using commercially available factors’, Australian Journal of 
Management, 2001, vol. 26, pp. 1–17; R. Faff, ‘A simple test of the Fama and 

                                                 
 
568  The Australian market is the relevant market for the delivery of pipeline services, as per r. 87 of the NGR. 
569  NERA, Fama–French model, 12 August 2009, pp. 11, 16–17. Source documents are Gaunt, ‘Fama–French 

model: Australian evidence’, Accounting and Finance, 2004 and O’Brien, Brailsford, and Gaunt, ‘Market 
factors in Australia’, Australasian Finance and Banking Conference, 2008. 
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French model using daily data: Australian evidence’, Applied Financial 
Economics, 2004, vol. 14, pp. 83–92; Gaunt, ‘Fama–French model: Australian 
evidence’, Accounting and Finance, 2004; P. Gharghori, H. Chan and R. Faff, 
‘Are the Fama–French factors proxying default risk?’, Australian Journal of 
Management, December 2007, vol. 32(2), pp. 223–249; O’Brien, Brailsford, 
and Gaunt, ‘Market factors in Australia’, Australasian Finance and Banking 
Conference, 2008; K. Kassimatis, ‘Size, book to market and momentum effects 
in the Australian stock market’, Australian Journal of Management, June 2008, 
vol. 33(1), pp. 145–168; P. Gharghori, R. Lee and M. Veeraraghavan, 
‘Anomalies and stock returns: Australian evidence’, Accounting and Finance, 
2009, vol. 49, pp. 555–576 (Gharghori, Lee and Veeraraghavan, ‘Anomalies 
and stock returns’, Accounting and Finance, 2009). 

Note: Shaded cells are references from the NERA report on the FFM. 
na: Not applicable; this academic paper did not investigate this attribute. 
nr Not reported; this academic paper did investigate this attribute, but did not 

report this particular figure or value. 
a: This analysis refers to evaluation of each parameter against the null hypothesis 

that the value is zero. The FFM predicts that the intercept should not be 
significantly different from zero, but the HML and SMB coefficients should be 
significantly different from zero. Reported figures are the number of portfolios 
with parameter values matching model restrictions. All assessments are at the 
conventional (5 per cent) level of statistical significance. 

b: Statistically significant from zero (at the 5 per cent level). 
c: This SMB is constructed as the top 33% minus bottom 33% (not top 50% less 

bottom 50% as per Fama–French 1993). 

The HML premiums shown in Table 5.4 vary from 14.6 per cent to 6 per cent, a range 
that is considered too large to be able to confirm its presence as a risk factor in 
Australia. The SMB premiums are even more of a problem, since they range from 
17.2 per cent to negative 9 per cent, a result that is completely at odds with the 
original FFM. These contradictory outcomes for the SMB premiums in overlapping 
periods are a key limitation in demonstrating whether the risk factor is relevant in an 
Australian market context. This is particularly the case for the FFM which depends 
entirely on empirical evidence. 

Many of the papers in Table 4.5.4 undertake analyses that divide the total data set into 
a number of portfolios by sorting based on size and value factors. For example, firms 
may be ordered by size then split at the 20th, 40th, 60th and 80th percentiles (forming 
five groups, quintiles). Similarly, firms may be ordered by book-to-market ratio and 
split into quintiles. The intersection of five size groupings and five book-to-market 
groupings then forms 25 portfolios, and all firms within each portfolio have similar 
attributes. A regression on these portfolios using the FFM produces several key 
indicators of the fit of the FFM to the data:570 

 The intercept of the regression should be statistically indistinguishable from zero. 
The intercept is the proportion of the observed return that is not explained by the 
FFM. Although there are several studies where FFM performs well,571 there are 

                                                 
 
570  The conventional level of statistical significance, five per cent, is used in all assessments reported below. 
571  Notably Ghargori, Chan and Faff, where 24 of 27 portfolios have intercepts that cannot be statistically 

distinguished from zero. See P. Gharghori, H. Chan and R. Faff, ‘Are the Fama–French factors proxying 
default risk?’, Australian Journal of Management, December 2007, vol. 32(2), pp. 223–249. 
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repeated studies where intercepts in more than half the portfolios differ from zero 
at a statistically significant level.572 

 Second, the coefficients for HML and SMB should be statistically distinguishable 
from zero. These coefficients represent the interaction between the risk premium 
and each portfolio, so the FFM predicts that the coefficients should be significant 
in most portfolios. The HML coefficients vary considerably across individual 
studies, performing very poorly at times,573 while performing well in others.574 
The SMB coefficients in general show poorer performance, i.e. are significant in 
two-thirds of the portfolios or less.575 

The two most recent papers in Table 5.4, which include consideration of many of the 
predecessor papers, outline the lack of empirical support for the FFM in Australia. 
Kassimatis states:576 

The second implication of our results is that the Fama-French factors, as well 
as the momentum factor, do not seem to work for the Australian market. The 
latest studies by Fama and French argue that the value premium is pervasive 
in almost all major stock markets and cannot be explained by the CAPM. Our 
findings combined with the results of other researchers suggest that the 
Australian market is an exception to this rule (and maybe not the only one). 

Similarly, Gharghori, Lee and Veeraraghavan state:577 

Our asset pricing tests show that the Fama–French model fails to explain the 
returns of our test portfolios and is thus less than satisfactory in pricing assets 
in Australia. While the Fama–French model has been shown to work well in 
the USA (Fama and French, 1996), this study reveals the inadequacy of the 
Fama–French model in Australia. 

The AER notes that the evidence in the NERA report on the FFM does not present 
systematic observance of either the HML or SMB risk premium. These are included 
in Table 5.5 for comparison with the above mentioned data. 

                                                 
 
572  Notably Ghargori, Lee and Veeraghavan, where only 2 of 12 portfolios have insignificant intercepts (that 

is, 10 of 12 portfolios have intercepts that are distinguishable from zero). See Gharghori, Lee and 
Veeraraghavan, ‘Anomalies and stock returns’, Accounting and Finance, 2009. 

573  Notably Faff (2001), where just 7 of 24 portfolios have significant HML coefficients. See R. Faff, ‘An 
examination of the Fama and French three-factor model using commercially available factors’, Australian 
Journal of Management, 2001, vol. 26, pp. 1–17. 

574  Notably Gaunt, where 21 of 25 portfolios have significant HML coefficients. See Gaunt, ‘Fama–French 
model: Australian evidence’, Accounting and Finance, 2004. 

575  Notably Ghargori, Lee and Veeraghavan, where just 5 of 12 portfolios have significant SMB coefficients. 
Gharghori, Lee and Veeraraghavan, ‘Anomalies and stock returns’, Accounting and Finance, 2009. 

576  K. Kassimatis, ‘Size, book to market and momentum effects in the Australian stock market’, Australian 
Journal of Management, June 2008, vol. 33(1), p. 165. 

577  Gharghori, Lee and Veeraraghavan, ‘Anomalies and stock returns’, Accounting and Finance, 2009, p. 575. 
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Table 5.5: NERA report values for the Fama–French three–factor model in 
Australia 

  Value 
effect   Size effect  

Data 
source Data years 

HML 
premium 

(%) 

Statistical 
significance Data years 

SMB 
premium 

(%) 

Statistical 
significance 

DFA, 2009 1975–2008 6.2 Yes 1980–2008 –1.2 No 

MSCI, 2009 1975–2008 3.6 No 2001–2008 3.9 No 

Source:  NERA, Fama–French model, 12 August 2009, pp. 39, 55. 

The HML premium is 6.2 per cent and statistically significant based on the 
Dimensional Fund Advisers (DFA) dataset, but 3.6 per cent and insignificantly 
different from zero based on the MSCI dataset. The SMB premium is –1.2 per cent 
based on the DFA dataset, but 3.9 per cent based on the MSCI dataset—and both 
cases are statistically indistinguishable from zero. 

This can best be characterised as an unsystematic observance of the Fama–French risk 
factors. Indeed, the variable performance of the two additional variables used in the 
FFM is as expected for variables determined on the basis of an empirical relationship 
and without the backing of an economic theory. 

The CAPM has a strong theoretical basis and is used to predict rates of return—as a 
model of expectations. In contrast, the FFM arises from empirical observations and 
has no remaining justification when contrasting empirical observations that arise in 
alternative data sets. The practical aspects of the implication of the FFM in an 
Australian context are considered in ‘Other consideration for the NERA implications’. 

Da, Guo and Jagannathan working paper 
On 22 December 2009, Jemena made a submission on the AER’s draft decision for 
ActewAGL’s ACT, Queanbeyan and Palerang gas distribution network.578 The 
submission includes a report by NERA (the NERA report on DGJ09), dealing with 
aspects of a working paper by Da, Guo and Jagannathan on the CAPM (the Da, Guo 
and Jagannathan working paper) referred to in that draft decision.579 In its cover letter 
for this submission Jemena requests that the AER also consider this material for the 
Jemena access arrangement review.580 

Jemena states—based on the NERA report on DGJ09—that the Da, Guo and 
Jagannathan working paper cannot be relied on because of methodological errors and 
data limitations.581 Further, Jemena states that the AER has incorrectly interpreted the 
                                                 
 
578  Jemena, Submission on ActewAGL decision, 22 December 2009. Attached report is NERA, Review of Da, 

Guo and Jagannathan empirical evidence on the CAPM: A report for Jemena Gas Network , 
21 December 2009 (NERA, Review of Da, Guo and Jagannathan, 21 December 2009). 

579  NERA, Review of Da, Guo and Jagannathan, 21 December 2009. The source paper is Da, Guo and 
Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889. 

580  Jemena, Submission on ActewAGL decision, 22 December 2009, p. 1. 
581  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 3–12. 
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evidence in the working paper,582 and concludes that the empirical evidence in the Da, 
Guo and Jagannathan working paper rejects the CAPM but supports the position that 
factors additional to beta (such as those in the FFM) are required to correctly explain 
the rate of return on equity.583 

The AER notes that its considerations of the limitations of the FFM for the Jemena 
draft decision rely on a range of material and not just this working paper.584 That said, 
the AER sets out the details of its consideration of the NERA report on DGJ09585 in 
appendix A, as the draft decision does include references to the Da, Guo and 
Jagannathan working paper. 

In summary, the AER relies on aspects of the Da, Guo and Jagannathan working 
paper as part of a range of papers that critique the FFM.586 The concerns raised by the 
NERA report on DGJ09 do not apply to this broad range of papers and so do not 
affect the AER’s overall conclusion on the appropriateness of the FFM. Considering 
the Da, Guo and Jagannathan working paper in isolation, the AER notes that several 
criticisms in the NERA report on DGJ09 are not valid. The AER considers that the 
Da, Guo and Jagannathan working paper does not show support for the FFM, but does 
show support for the Sharpe–Lintner CAPM.587 

Empirical support from US utility study 
To justify the FFM as a better predictor than the Sharpe–Lintner CAPM, the NERA 
report on the FFM undertakes an examination of 21 US publicly traded regulated 
utilities from 1980 to 2009.588 Two regression analyses (one using the Sharpe–Lintner 
CAPM, the other using the FFM) are undertaken to determine the unexplained excess 
returns (labelled alpha) from each pricing model. 

The AER considers that these analyses do not support the conclusion that the FFM is 
a better predictor of equity returns than the Sharpe–Lintner CAPM for the following 
reasons. 

First, the NERA report on the FFM does not examine return prediction performance 
but rather within sample return outcomes. The regression analyses are undertaken on 
the entire sample period (1980 to 2009) to determine the best possible fit for the 
data.589 To test the predictive power of a model, the standard approach is to take the 
regression coefficients determine in-sample and test them against out-of-sample data. 

                                                 
 
582  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 13–15. 
583  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 15–25. 
584  The AER considers there are many such papers—for example, see tables 5.3 and 5.4 earlier in this chapter. 

The AER notes that its considerations of the relative evaluation of the FFM relative to the CAPM also 
relies on a range of material. 

585  This consideration occurred to the extent possible given the time available. Submissions on the Jemena 
proposal closed on 10 November 2009, but the letter from Jemena (and accompanying report) was not 
received until 22 December 2009. 

586  See tables 5.3 and 5.4 of this draft decision. 
587  As the FFM does not meet the requirements of r. 87 of the NGR, the AER does not need to make an 

assessment under r. 40(3) of the NGR. 
588  NERA, Fama–French model, 12 August 2009, pp. 23–26. 
589  NERA, Fama–French model, 12 August 2009, p. 25. 
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This basic experimental examination is not attempted in the NERA report on the 
FFM. 

Statistically, adding another variable to a regression equation will always improve the 
amount of sample variability explained by the model. However, increasing the 
number of variables in a regression may increase in-sample explanatory power but 
may also reduce out-of-sample forecast power. No statement can be made about 
whether one model is ‘a better predictor of returns’ than another model when no 
analysis has considered the model’s predictive function. 

Second, the observed US share returns have been altered such that they do not reflect 
the actual firms’ circumstances. The leverage transformation used in the NERA report 
on the FFM assumes no tax (or that gamma is equal to one), which is not a relevant 
assumption for a US environment.590 Further, the gearing change would alter other 
business fundamentals (for instance, changes in interest costs, business distress risks 
and the book-to-market ratio). Even, if the AER was to accept that US market data 
was consistent with prevailing market conditions in Australia—which as outlined 
above it does not—the US inputs used cannot be considered representative of 
observed share market data, so the conclusions have limited relevance to the actual 
returns required by US gas and electricity utilities.591 

Third, the statistical treatment is insufficient and opaque. The standard statistical test 
for testing the fit of two competing models, the log-likelihood ratio test, is not 
performed. No statistical diagnostic tests are undertaken to demonstrate that the error 
structures implied by the data are consistent with efficient estimation of the 
parameters. The observed alphas for the CAPM and the FFM are statistically 
indistinguishable from each other, and the conclusions are void unless they first 
demonstrate the MRPs within the sample are not unexpected or atypical. The market 
return, HML and SMB risk premiums are not stated. Although NERA states that 
certain alpha values are not statistically significant at conventional (5 per cent) levels, 
the type of statistical test undertaken is not stated nor is the value listed.592 

Other considerations for the NERA implementation  
The AER considers there are several problems regarding the estimation of the FFM in 
the NERA report on the FFM. 

In order to derive a cost of capital for a regulated business, the NERA report on the 
FFM either aggregates data before estimation or averages the outcome for individual 
firms.593 However, all the firms have different sizes and variations in the book-to-
market valuations which would lead one to expect, under the FFM, that they should 
exhibit different costs of capital. By using an average estimate the NERA report on 
the FFM’s implementation of the FFM dilutes the variation in returns that the FFM 

                                                 
 
590  NERA, Fama–French model, 12 August 2009, p. 24. 
591  Further, the AER notes that these US firms receive regulated revenues based on the dividend growth 

model, so any comparison may be interpreted as revealing the deficiencies of this approach (rather than 
problems with the CAPM). 

592  NERA, Fama–French model, 12 August 2009, p. 26. 
593  NERA, Fama–French model, 12 August 2009, pp. 24–25, 37–38, 44–45, 49–50, 55–60. 
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seeks to explain and model. As outlined previously, the NERA report on the FFM’s 
specification of the FFM does not represent a standard application of the FFM.594 

The NERA report on the FFM outlines that the FFM is used because it is more 
accurate than the CAPM.595 The AER notes that any increase in accuracy arising from 
the use of three risk premiums (instead of one) arises only in the context of within 
sample explanatory power. This is a statistical artefact of the model as a consequence 
of including additional explanatory variables. Even variables that are not relevant to 
the estimation of the rate of return of capital will give this result—the greater 
explanatory power may even reach the threshold of statistical significance despite no 
true relationship between a randomly selected variable and the dependent variable. 

Several of the errors made in the analysis of US utility returns are repeated in the 
estimation for Australian utilities. As outlined above, the gearing transformation is 
inconsistent with Jemena’s access arrangement proposal, since it assumes no tax (or 
that gamma is one) but elsewhere taxation adjustments to returns are proposed to be 
based on a gamma of 0.2.596 Further, re-gearing of returns alters the return 
relationship with the independent variables, which may distort the statistical 
estimation. 

The AER notes that there is no assessment in the NERA report on the FFM about 
whether the FFM even holds in the Australian market. It is not clear that the FFM 
factors have the same relevance as in the US market. For example, what passes for a 
small firm in the US may be considered a large firm in Australia. There is no analysis 
of whether the predicted coefficients for SMB and HML are observed in the 
Australian market. For example, to be consistent with the FFM, regression analysis 
conducted for small Australian firms should show a coefficient for the size premium 
of close to one. However, the NERA report on the FFM does not provide this type of 
analysis. 

The AER considers that the FFM proposed by Jemena—supported by the NERA 
report on the FFM—does not meet the requirements of r. 87 of the NGR. That is, it 
does not provide for a benchmark efficient rate of return that is commensurate with 
market conditions and the risk involved in providing reference services. The AER 
considers that it the FFM is not consistent with the requirements in r. 74 of the NGR 
that estimates and forecasts must be arrived at on a reasonable basis and represent the 
best forecasts and estimates in the circumstances.597 That is, the FFM has no 
theoretical basis, and relies on empirical support to include market related factors 
which may be irrelevant to return expectations. The implementation of the FFM in the 
NERA report on the FFM does not demonstrate a reasonable statistical basis or 
justification in the relevant market for funds i.e. Australia. 

                                                 
 
594  Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993, p. 24 and NERA, Fama–

French model, 12 August 2009, p. 15. 
595  Jemena, Access arrangement information, August 2009, p. 143 and NERA, Fama–French model, 12 

August 2009, pp. 10–16, 22–26. 
596  NERA, Fama–French model, 12 August 2009, pp. 24, 43. 
597  NGR, r. 74 . 
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Conclusion 

The AER considers that Jemena’s proposal to use the FFM to determine the rate of 
return does not meet the requirements of r. 87 of the NGR.598 The key reasons for the 
conclusion that the FFM is not a well accepted financial model are: 

 the FFM is not used by regulators to establish a rate of return, either in Australia 
or amongst equivalent regulatory bodies overseas599 

 the FFM is not used by Australian finance managers to assess a rate of return600 

 the FFM does not have a solid theoretical premise, and the form of the FFM 
proposed by Jemena does not accord with the original specification or context of 
the FFM. This may limit its applicability as outlined in determining a rate of 
return in the regulatory context601 

 the empirical evidence does not present consistent findings for the risk factors 
used in the FFM 

 well established parameter inputs in an Australian market context are not available 
for use in the FFM602 

For the reasons outlined above, the AER requires Jemena to amend its access 
arrangement proposal to use the standard Sharpe–Lintner CAPM to estimate the cost 
of equity for its access arrangement. The risk-free rate, equity beta value and MRP 
value to be used in the CAPM are discussed in sections 5.6, 5.7 and 5.8 of this chapter 
respectively. 

                                                 
 
598  This includes consideration of the factors under r. 74(2) of the NGR, which are relevant to the 

determination of a benchmark efficient rate of return under r. 87(2) of the NGR. The AER considers that 
the NERA FFM does not produce a best estimate that is arrived at on a relevant basis. 

599  AER, Decision: Powerlink Queensland transmission network revenue cap 2007–08 to 2011–12, 14 June 
2007; AER, Final decision: Australian Capital Territory distribution determination 2009–10 to 2013–14, 
28 April 2009; AER, Final decision, New South Wales distribution determination 2009–10 to 2013–14, 
28 April 2009. AER, Final decision: Electricity transmission and distribution network service providers: 
Review of the weighted average cost of capital (WACC) parameters, 1 May 2009. IPART, Draft Report 
and Draft Determination: Review of regulated retail tariffs and charges for electricity 2010-2013, 
December 2009, pp. 190-199 (Appendix E: Weighted Average Cost of Capital). IPART, Final decision: 
Revised access arrangement for AGL Gas Networks, April 2005, pp. 94–95. ESC, Final decision: Gas 
access arrangement review 2008-2012, 7 March 2008, pp. 445–490. OFGEM, Final proposals: Electricity 
distribution price control review four, November 2004, pp. 105–106. NZCC, Decision paper: 
Authorisation for the contriol of supply of natural gas distribution services by Powerco Ltd and Vector 
Ltd, 30 October 2008, pp. 160–192. 

600  G. Truong, G. Partington and M. Peat, ‘Cost-of-capital estimation and capital-budgeting practice in 
Australia’, Australian Journal of Management, June 2008, vol. 33(1), pp. 95–121. 

601  Sharpe, ‘Capital Asset Prices’, Journal of Finance, 1964; J. Lintner, ‘The Valuation of Risky Assets and 
the Selection of Risky Investments in Stock Portfolios and Capital Budgets’, The Review of Economics and 
Statistics, 1965, vol. 47, pp. 13–37; J. Mossin, ‘Equilibrium in a Capital Asset Market’, Econometrica, 
1966, vol. 34(2), pp. 768–83. F. Black, ‘Capital market equilibrium with restricted borrowing’, Journal of 
Busmess, July 1972, vol. 45, pp. 444–454. 

602  APIA, Submission to the AER, 9 November 2009, p. 4. 
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5.6 Risk-free rate 
The risk-free rate measures the return an investor would expect from an asset with 
zero default risk. The yield on long-term Commonwealth Government Securities 
(CGS) is often used as a proxy for the risk-free rate because the risk of government 
default on interest and debt repayments is considered to be low.603 

In the CAPM framework, all information used for deriving the rate of return should 
be as current as possible in order to achieve an unbiased forward looking rate and a 
rate of return that is commensurate with prevailing conditions in the market for funds. 
While it may be theoretically correct to use the on the day rate as it represents the 
latest available information, this approach can expose the service provider to daily 
volatility. For this reason, an averaging method is used to minimise volatility in 
observed bond yields.604 

5.6.1 Jemena’s proposal 
Jemena proposes the annualised yield on CGS with a maturity of ten years as a proxy 
for the risk-free rate, consistent with the AER’s review of WACC parameters for 
electricity transmission and distribution network service providers (the WACC 
review).605 Jemena proposes to interpolate on a straight line basis the yields on the 
CGS maturing on 15 March 2019 and 15 April 2020 to determine a yield consistent 
with a 10-year maturity.606  

Jemena proposes to use a 20 business days historical average of the annualised yield 
on 10-year CGS to 31 July 2009 based on the indicative mid rates published by RBA 
to determine the nominal risk-free rate at 5.60 per cent for the purposes of its access 
arrangement proposal.607 Jemena makes no proposal regarding a procedure for 
updating the risk-free rate closer to the time of the final decision. However, Jemena 
submits that the debt risk premium will require updating based on a future averaging 
period.608 

When comparing the components used as inputs in the FFM and the Sharpe–Lintner 
CAPM, Jemena has used the same risk-free rate in both formulas and for determining 
the cost of debt.609 

5.6.2 Submissions 
The EMRF submits that the AER’s WACC review on the approach for developing a 
parameter such as the risk-free rate represents the best assessment of the value.610 

                                                 
 
603  AER, Final decision: Electricity transmission and distribution network service providers: Review of the 

weighted average cost of capital (WACC) parameters, pp. 128–139 (AER, Final decision: WACC review, 
1 May 2009). 

604  AER, Final Decision: WACC review, 1 May 2009, pp. 170–174. 
605  AER, Final decision: WACC review, 1 May 2009, pp. 128–174. 
606  Jemena, Access arrangement information, August 2009, p. 149. 
607 Jemena, Access arrangement information, August 2009, p. 149. 
608  Jemena, Access arrangement information, August 2009, p. 146. 
609  Jemena, Access arrangement information, August 2009, p. 141. 
610  EMRF, Submission to the AER, November 2009, p. 57. 
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5.6.3 AER’s analysis and considerations 
The risk-free rate is a market wide parameter that will not vary between different 
types of businesses. The AER accepts that the risk-free rate should be estimated using 
the yield on a 10-year CGS. The AER considers that a 10-year term assumption is 
consistent with the findings of the WACC review.611 

The AER also considers that the risk-free rate should be estimated using a 10 to 
40 business days averaging period. As discussed in the WACC review, the AER 
considers that a 10 to 40 business days averaging period represents the optimal length 
of time to balance the trade-off between ‘volatility driven error’ and ‘old information 
driven error.’612 The AER accepts Jemena’s proposed length for the averaging period 
of 20 days. 

Jemena has not proposed a start (or end) date for the averaging period to update the 
risk-free rate in the final decision. The AER notes that Jemena recognises that a future 
averaging period is required to determine the debt risk premium.613 As discussed in 
section 5.4.2, the cost of debt is based on the debt risk premium added to the risk-free 
rate. The AER considers that the same averaging period for estimating the debt risk 
premium should also be used for estimating the risk-free rate in order to maintain 
consistency in the cost of debt formula. This approach is consistent with accepted 
practice and its previous decisions to determine a benchmark rate of return as required 
under r. 87 of the NGR, and which can also be said to employ financial information 
and calculations made, consistently on the same basis.614 

As stated in the WACC review, the AER determines a risk-free rate that is observed 
as close as practically possible to the date of the final decision.615 This approach is 
consistent with accepted finance theory, in order to determine an unbiased best 
estimate, arrived at on a reasonable basis,616 that reflects prevailing market 
conditions.617 The AER has determined a date for the averaging period to establish the 
risk-free rate for the final decision.618 

The AER also notes that in most cases, there will not be any CGS that expire exactly 
10 years from the sampling date for the risk-free rate. The AER therefore accepts the 

                                                 
 
611 AER, Final decision: WACC review, 1 May 2009, pp. 171–174. 
612 AER, Final decision: WACC review, 1 May 2009, p. 170. 
613  Jemena, Access arrangement information, August 2009, p. 146. 
614  This includes consideration of the factors under r. 73(3) of the NGR, which are relevant to the 

determination of a benchmark efficient rate of return that is commensurate with prevailing conditions in 
the market for funds and the risks involved in providing reference services in accordance with r. 87 of the 
NGR. 

615 AER, Final decision: WACC review, 1 May 2009, pp. 19, 30. 
616  NGR, r. 74(2). 
617  NGR, r. 87; AER, Final decision: Australian Capital Territory distribution determination 2009–10 to 

2013–14, 28 April 2009, pp. 96, 263 (AER, Final decision: ACT distribution determination, 28 April 
2009). 

618 The AER’s consideration of this date is set out in confidential appendix B. 
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use of a straight line interpolation between the two adjacent CGS to determine a proxy 
value, as proposed by Jemena.619 

For this draft decision, the AER will determine the risk-free rate using the average of 
the observed yields for CGS during 20 business days from 26 November to 
23 December 2009 to calculate an indicative WACC. This results in a nominal risk-
free rate of 5.52 per cent. The AER requires Jemena to amend its access arrangement 
information as set out in amendment 5.1. 

The AER will update the risk-free rate and use the 20 business days averaging period 
in the final decision in accordance with the date in confidential Appendix B. 

5.7 Equity beta 
The equity beta measures the standardised correlation between the returns on an 
individual risky asset or business with that of the overall market. It represents the 
‘riskiness’ of the business’ returns compared with that of the market. The risk results 
from the possibility that actual returns will differ from expected returns—the greater 
the uncertainty around the returns of a business, the greater its level of risk.620 

5.7.1 Jemena’s proposal 
Jemena proposes using the FFM to estimate the cost of equity instead of the Sharpe–
Lintner CAPM. The FFM requires three multi-variate betas (market beta, growth beta 
and size beta) as an input in the formula to estimate the cost of equity instead of a 
single equity beta used in the CAPM.621 For this reason, Jemena did not propose an 
equity beta value for use in the CAPM.  

5.7.2 Submissions 
The EMRF submits that an equity beta of no more than 0.68 should apply, and the 
higher value of 0.8 that the AER determined in the WACC review is at odds with the 
desire to ensure a value of the WACC provides a reasonable opportunity to recover at 
least efficient costs.622 

5.7.3 AER’s analysis and considerations 
As discussed in section 5.5.3 above, the AER rejects Jemena’s proposal to use FFM 
for calculating the cost of equity and instead uses the CAPM. The CAPM uses the 
equity beta as an input to calculate the cost of equity 

The AER estimates an equity beta of 0.8 for a benchmark efficient service provider 
which it has applied in recent draft decisions for the ActewAGL and Country Energy 
gas distribution access arrangements.623  

                                                 
 
619  Jemena, Access arrangement information, August 2009, p. 149. 
620   AER, Final decision: WACC review, 1 May 2009, p. 239. 
621  Jemena, Access arrangement information, August 2009, p. 141. 
622  EMRF, Submission to the AER, November 2009, pp. 55–56. 
623   AER, Draft decision, ActewAGL distribution access arrangement proposal 1 July 2010 – 30 June 2015, 

November 2009, pp. xiv, xxxvii, 62–65, 72 (AER, Draft decision: ActewAGL distribution access 
arrangement proposal, November 2009), and AER, Draft decision, Country Energy Access arrangement 
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Consistent with these recent draft decisions, the AER considers that the empirical 
evidence presented in the WACC review contains the best available estimate of the 
equity beta that would apply to a gas distribution network service provider.624 
Although the WACC review was conducted in an electricity context, gas and 
electricity businesses are close comparators. Further, the sample set of data used to 
derive the equity beta is predominantly made up of gas businesses. The sample in the 
WACC review provides a value for gas equity beta of between 0.4 and 0.7. Therefore, 
an equity beta of 0.7 provides the service provider with an opportunity to recover at 
least its efficient costs incurred in providing reference services and meeting regulatory 
requirements.625  

The AER notes the EMRF submission suggesting that an equity beta of no more than 
0.68 should be used for Jemena’s access arrangement.626 However, the AER also has 
considered the need for regulatory certainty and adopting a conservative approach in 
estimating the equity beta, commensurate with prevailing market conditions and the 
risks involved in providing reference services. On this basis, the AER considers that a 
value of 0.8 provides a best estimate of the equity beta arrived at on a reasonable 
basis.627 

Conceptual view 

The AER considers that there are strong conceptual grounds for concluding that the 
asset beta for gas network businesses is significantly less than the asset beta of the 
market portfolio. Moreover, after accounting for the gearing ratio, the equity beta for 
gas network businesses is still likely to be less than the market average equity beta of 
1.0.  

The nature of the gas industry (including the regulatory regime) means that the equity 
beta of a benchmark efficient service provider is likely to be significantly less than the 
beta of the market portfolio. This is because demand for energy is relatively inelastic, 
and the nature of regulated price and revenue caps further reduces fluctuation in 
income. Further, any unforeseen costs or change in business circumstances can also 
be readdressed during the access arrangement period through various mechanisms and 
options for regulated gas businesses.628 As a result, the regulated gas business has 
stable cash flows relative to the market.629  

Rule 74(2) of the NGR requires that a forecast or estimate is arrived at on a 
reasonable basis and is the best estimate possible in the circumstances. The AER 
therefore seeks objective empirical evidence to determine the equity beta of the 
efficient benchmark service provider. 

                                                                                                                                            
 

proposal 1 July 2010 – 30 June 2015, November 2009, pp. xiv, xxxiv, 47–49, 60 (AER, Draft decision: 
County Energy access arrangement proposal, November 2009). 

624 AER, Final decision: WACC review, 1 May 2009, pp. xv–xviii, 239–292, 343–361. 
625 NGL, s. 24(2). 
626  EMRF, Submission to the AER, November 2009, pp. 50–57. 
627  NGR, r. 74. 
628  NGR, r. 97 and  NGR, r. 65. 
629   AER, Final decision: WACC review, 1 May 2009, pp. 108, 249–254. 
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Empirical estimation of equity beta from historical returns 

The primary method for determining an equity beta, where there is sufficient market 
data, is to calculate the historical correlation between return on a particular share (or 
set of shares) and return on the market. 

The AER notes that methodological issues are an important consideration when 
estimating the equity beta from historical share returns. The AER has determined the 
appropriate methodology to ensure that the best estimate for beta is arrived at on a 
reasonable basis with reference to the prevailing conditions and the risks involved in 
providing reference services. The AER has previously stated its preference for the use 
of: 

 continuous returns rather than discrete returns630 

 a standardised approach to de-levering and re-levering631  

 point estimates rather than confidence intervals632  

 data that includes ‘unrepresentative’ periods, subject to close examination633 

 both long and short estimation periods, striking a balance between statistical 
precision and data relevance.634  

In order to determine the best estimate of equity beta for a benchmark efficient service 
provider, the AER considers benchmark levels of efficiency, gearing and other 
financial parameters of a number of businesses. In the WACC review the AER 
established a sample of Australian businesses, comprising gas network businesses, 
electricity network businesses, network businesses active in both electricity and gas, 
and utility businesses more generally.635  

The AER considers that this data set remains the best comparator set. This data set 
was established by Associate Professor Henry of the University of Melbourne, acting 
as a consultant to the AER.636 The inclusion of one electricity-only businesses in this 
sample of businesses (Spark Infrastructure) does not distort (i.e. make less 

                                                 
 
630  AER, Final decision: WACC review, 1 May 2009, pp. 264–265; also AER, Explanatory statement: 

electricity transmission and distribution network service providers: Review of the weighted average cost of 
capital (WACC) parameters, December 2008, Table 8.3, pp. 199–200 (AER, Explanatory statement: 
WACC review, December 2008). 

631  AER, Final decision: WACC review, 1 May 2009, pp. 265–267. 
632  A confidence interval is the statement that the true value for an unknown parameter lies within an upper 

and lower bound with a given percentage probability. By contrast, a point estimate gives a single estimate 
for the true value of an unknown parameter with a stated standard error indicating precision. See AER, 
Final decision: WACC review, 1 May 2009, pp. 288–291. 

633  The AER notes that some analysts label as unrepresentative the ‘technology bubble’, the ‘mining boom’, 
and the ‘global financial crisis’; exclusion of each of these periods would leave almost no data from the 
last 15 years. See AER, Final decision: WACC review, 1 May 2009, pp. 270–271, 274–275. 

634 AER, Final decision: WACC review, 1 May 2009, pp. 84–90, 271. 
635 AER, Final decision: WACC review, 1 May 2009, p. 255. 
636  AER, Final decision: WACC review, 1 May 2009, pp. 263–274, 315–332; also O. Henry, Estimating beta: 

Report submitted to ACCC, 23 April 2009 (Henry, Estimating beta, April 2009). 
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conservative) the estimate of equity beta. Although the electricity-only business has 
an equity beta higher than the average of the portfolio, exclusion of this business 
would not significantly change the equity beta estimate. Nonetheless, the AER 
considers that as the electricity-only business is a close comparator, the comparator 
set is best considered as a whole. 

The comparator set indicates that the equity beta of a benchmark efficient gas network 
service provider is between: 

 0.45 and 0.71 (average of individual re-levered equity beta point estimates, 2002–
03 to 2008, weekly/monthly observations)637  

 0.49 and 0.69 (average of individual re-levered equity beta estimates, 1990–1998 
and 2002–03 to 2008)638  

 0.55 and 0.68 (median re-levered time-varying equal weighted portfolio equity 
beta estimates, 2002–03 to 2008, monthly observations)639 

 0.43 and 0.58 (median re-levered time-varying equal weighted portfolio equity 
beta estimates, 2002–03 to 2008, weekly observations).640  

Consistent with the WACC review,641 the AER considers that the reasonable range of 
the equity beta for a gas network business of between 0.4 and 0.7 is justified on 
empirical information, and provides a reasonable basis for determining a best 
estimate.642 

Consideration of sector specific volatility 

Jemena proposes that gas networks are riskier than electricity networks because of 
higher volatility in cash flows from higher volume uncertainty. As a result, Jemena 
submits that an efficient gas network generally has a lower credit rating and higher 
equity beta (when using the CAPM) or market beta (when using the FFM) than an 
efficient electricity network business.643  

                                                 
 
637  AER, Final decision: WACC review, 1 May 2009, Table 8.5, p. 318 and Henry, Estimating beta: April 

2009. 
638  AER, Final decision: WACC review, 1 May 2009, p. 318, Table 8.6; also ACG, Beta for regulated 

electricity transmission and distribution: Report to Energy Networks Association, Grid Australia and 
Australian Pipeline Industry Association, 17 September 2008, pp. 42–44; and ACG, Australian Energy 
Regulator’s draft conclusions on the weighted average cost of capital parameters: Commentary on the 
AER’s analysis of the equity beta, Report to Energy Networks Association, Grid Australia and APIA, 
January 2009, pp. 22–23. 

639  AER, Final decision: WACC review, 1 May 2009, Table 8.10, p. 324; also Henry, Estimating beta, April 
2009. 

640  AER, Final decision: WACC review, 1 May 2009, Table 8.10, p. 324; also Henry, Estimating beta, April 
2009. 

641  AER, Final decision: WACC review, 1 May 2009, Table 8.10, pp. 243–244, 263–274, 317–332. 
642  NGR, r. 74(2). 
643  Jemena, Access arrangement information, August 2009, p. 138. 
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Jemena further states that gas volumes are more uncertain than electricity demand 
because:644 

 gas networks have more options to expand their networks to enable new, but 
uncertain demand to connect 

 gas is a discretionary fuel, particularly in coastal NSW where the climate is 
relatively benign 

 unlike an electricity network, Jemena does not have an exclusive franchise and is 
therefore subject to ongoing asset bypass risk 

 unlike electricity, Jemena is subject to a capital redundancy mechanism. 

Jemena submits that this view is supported by the AER where it was noted in the 
WACC review:  

The AER has previously acknowledged in its explanatory statement that gas 
businesses may have a higher business risk than electricity businesses due [to] 
greater volatility in cash-flows from relatively higher volume risk compared 
to electricity network businesses.645  

The AER considers that the submission made by Jemena that gas businesses require a 
higher estimated equity beta than electricity businesses because of higher volatility 
does not take into consideration the conservative approach the AER adopts in 
determining the equity beta. Further the equity beta set by the AER reflects the 
exposure of a benchmark efficient service provider’s returns to macroeconomic risk 
factors (i.e. non-diversifiable, systematic risk), and not the business risk faced by any 
particular individual service provider. 

The AER also considers that several statements it made in the WACC review require 
clarification, since these statements did not sufficiently distinguish between exposure 
to business specific risk and exposure to systematic risk.646 This clarification is 
required because only the latter risk is relevant to equity beta. The Sharpe–Lintner 
CAPM postulates that the diversified investor does not need compensation for 
business specific risk. The investor chooses a portfolio so that the downside risk for 
one business is offset by upside risk for other businesses. This means that over time 
only the market risk which cannot be diversified (systematic risk) matters. The equity 
beta in this decision therefore reflects the expected return an investor would require to 
add the benchmark gas business to a well diversified portfolio. It should be noted, 
however, that not all businesses have equal exposure to systematic risk. Therefore, 
different businesses have different equity beta values. 

The issues raised by Jemena regarding higher gas volume risk compared to electricity 
are further addressed below:  

                                                 
 
644  Jemena, Access arrangement information, August 2009, pp. 138–139. 
645  AER, Final decision: WACC review, 1 May 2009, p.108, cited by Jemena, Access arrangement 

information, August 2009, pp. 138–139. 
646 AER, Final decision: WACC review, 1 May 2009, pp. 107–108, 257–258, 260, 371. 
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 Jemena has not thoroughly assessed the risks of uncertain demand when preparing 
the business cases for expansion projects. The AER considers that this issue 
represents a business specific risk and can not be compensated for through the 
equity beta. 

 The AER notes that one of the primary drivers of business specific risk for a gas 
distribution network business is volume risk. Volume risk arises because gas is 
used for specific purposes (e.g. heating) and therefore volumes are dependent on 
weather trends that may deviate substantially from average expectations. There 
are also technological impacts (e.g. improvements in the efficiency of appliances) 
that may alter usage volumes. While the AER accepts that gas businesses may 
have greater volume risk the degree to which volume risk represents business 
specific risk or systematic (market wide) risk is not yet settled. 

 Rule 94(3)(a) and (b) of NGR sets out bounds for a tariff which means that it is 
unprofitable to bypass a pre-existing gas network. Accordingly, Jemena’s concern 
that it does not have an exclusive franchise and is subject to ongoing asset bypass 
risk does not apply. This risk is not likely to materialise because if a third party 
wants to bypass the network it would be exposed to stand alone cost. In 
accordance with r. 94(3)(a), a tariff is set so that the cost to the user is below the 
stand alone cost making it unprofitable to bypass the network as outlined in the 
Tariffs–distribution pipelines chapter 12 of this draft decision. Moreover, the AER 
notes that Jemena at present has a natural monopoly in the supply of gas to certain 
geographic areas in NSW, and it is very similar to electricity distribution 
networks. As such, the asset bypass risk in many parts of Jemena’s network may 
be limited. The AER also considers that this type of risk is business specific and 
therefore can not be compensated for through the equity beta. 

 Jemena raises the issue that electricity service providers are not subject to a capital 
redundancy mechanism. However, in doing so, Jemena has not made clear that it 
has voluntarily included a capital redundancy mechanism even though r. 85 of 
NGR does not require a service provider to do so.647 

The AER notes that the equity beta needs to be considered on an industry or sector 
specific basis. However, the AER observes that the benchmark gas distribution 
service provider operates in a regulated environment that includes a number of 
features common to the electricity service providers considered in the WACC review, 
which effectively lowers these service providers’ exposure to systematic risk relative 
to an unregulated competitive business.648 These features include:649  

                                                 
 
647  Jemena, Access arrangement information, August 2009, p. 139. 
648 The AER considers that the conceptual definition of the benchmark efficient gas network service provider 

is a ‘pure play’ regulated gas network business operating within Australia without parent ownership. This 
definition mirrors the definition of the benchmark electricity network service provider in the WACC 
review. AER, Final decision: Electricity transmission and distribution network service providers: Review 
of the weighted average cost of capital (WACC) parameters, 1 May 2009, pp. 79–82. 

649 AER, Final decision: WACC review, 1 May 2009, pp. 249–250. 
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 the tariff variation mechanism allows for the annual adjustment for inflation, 
lowering exposure to inflation risk650 

 the roll forward of the capital asset base occurs in a manner that lowers exposure 
to cost overruns for capital expenditure 

 the cost pass through mechanism allows for certain costs to be passed on to 
consumers during the access arrangement period, lowering exposure to costs not 
forecast at the commencement of the access arrangement period. 651 

 the access arrangement provides for acceleration of the review submission date on 
occurrence of a trigger event652 

 a service provider may submit an access arrangement variation proposal for the 
AER’s approval.653 

While relevant to business specific risks and therefore relevant for consideration of 
aspects of the regulatory framework other than in applying the CAPM for the 
benchmark service provider, the submissions made by Jemena about gas networks 
being riskier than electricity networks do not justify a higher equity beta. As discussed 
in section 5.9.3, the benchmark gas distribution service provider has the same level of 
financial leverage as the benchmark electricity business (60 per cent gearing), 
ensuring that the effect of leverage on equity beta is similar. Further, as outlined 
above, the reasons put forward to justify a higher equity beta based on the specific 
business risks of Jemena are not sustained for a market based parameter such as the 
equity beta.  

As outlined, the AER notes that setting a value for the equity beta slightly higher than 
the empirical estimates is conservative and allows for any uncertainty to account for 
any volume risk that may influence exposure to systematic risk. For example, setting 
an equity beta of 0.8 allows a buffer over the empirical estimates of the equity beta 
from the WACC review (between 0.4 and 0.7).654 The AER considers that such a 
conservative approach ensures that the network service provider has the opportunity 
to recover at least its efficient costs, in accordance with s. 24(2) of the NGL. 

                                                 
 
650  NGR, r. 97. 
651  NGR, r. 97. 
652  NGR, rr. 50–52. 
653  NGR, rr. 60–67. 
654 This range includes both individual and portfolio equity beta estimates for gas businesses and close 

comparators considered in the WACC review. The individual estimates (between 0.45 and 0.71) include O. 
Henry and ACG results using ordinary least squares (OLS) and least absolute deviation (LAD) statistical 
techniques; see AER, Φιναλ δεχισιον: WACC review, 1 May 2009, pp. 317–318. The preferred portfolio 
equity beta estimates (between 0.41 and 0.68) include the period post ‘technology bubble’, using both O. 
Henry and ACG results and both LAD/OLS statistical techniques; see AER, Φιναλ δεχισιον: WACC 
review, 1 May 2009, pp. 321–324. 
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Conclusion 

The AER considers that the best estimate of the equity beta for a gas distribution 
service provider, based only on an empirical assessment of market data, is between 
0.4 and 0.7. 

The AER has also considered other factors, such as the need to reflect prevailing 
market conditions, the risks involved in providing reference services655 and the 
importance of regulatory certainty. Although reliance on market data suggests a value 
of between 0.4 and 0.7, the AER concludes that a conservative approach has merit, 
ensuring that the efficient network service provider has the opportunity to at least 
recover efficient costs.656 Therefore, the AER considers that the value of 0.8 for the 
equity beta is a best estimate arrived at a reasonable basis657 and requires Jemena to 
amend its access arrangement information as outlined in amendment 5.1. 

5.8 Market risk premium 
The MRP is the expected return over the risk-free rate that investors require in order 
to invest in a well diversified portfolio of risky assets. The MRP represents the risk 
premium investors who invest in such a portfolio can expect to earn for bearing only 
non-diversifiable (i.e. systematic) risk. The MRP is common to all assets in the 
economy and is not specific to an individual asset or business. 

The MRP is scaled up or down by the equity beta (of a particular asset or business) to 
reflect the risk premium—over and above the risk-free rate—equity holders would 
require to hold that particular risky asset or business as part of the investor’s 
diversified portfolio.658 

5.8.1 Jemena’s proposal 
Jemena proposes a MRP of 6.5 per cent consistent with the AER’s electricity network 
final WACC decision. Jemena states that this estimate reflects the minimum premium 
that an efficient gas business needs to compensate for the non-diversifiable risk that is 
influenced by the current financial and economic crises. 659  

Jemena states that historical based estimates of the MRP, particularly those spanning 
long time periods, are the most appropriate and relevant proxy for the forward–
looking equity risk premium that is taken into account in the CAPM.660 

5.8.2 Submissions 
The EMRF submits the uncertainty about the impact of the global financial crisis 
(GFC) that existed in April 2009 when the AER in the WACC review decided on a 
higher MRP of 6.5 per cent than the historical average of 6.0 per cent may have been 
set on inappropriate assumptions. This is because the Australian economy has been 
                                                 
 
655  NGR, r. 87(1). 
656  NGL, s. 24(2). 
657   NGR, r. 74(2).  
658  AER, Final decision: WACC review, 1 May 2009, p. 175. 
659  Jemena, Access arrangement information, August 2009, p. 149. 
660  Jemena, Access arrangement information, August 2009, p. 149. 



 

 132

resilient, and concerns that existed then seem to be dissipating. On this basis it states 
that an MRP of 6 per cent should be used.661 

5.8.3 AER’s analysis and considerations 
The MRP is a market wide parameter and it is not specific to any business or industry. 
The AER considers that the estimation of the MRP for this draft decision should be 
consistent with the MRP estimated for electricity businesses in the WACC review. 
Further, the AER considers that the MRP should be estimated based on a 10-year term 
assumption, consistent with the estimation of the risk-free rate. This is necessary for 
internal consistency within the WACC estimation.662 

Consistent with the WACC review, the AER considers an MRP of 6.5 per cent (above 
the long-term historical estimate of 6.0 per cent used consistently in regulatory 
decisions prior to the GFC) is commensurate with prevailing market conditions and 
the risks involved in providing reference services.663 It also achieves an outcome that 
is consistent with the NGL664 and the NGR.665 

The AER notes the EMRF submission that the conservatism applied by the AER in its 
setting of MRP in the WACC review was not necessary and that 6 per cent should be 
adopted.  

The AER considers that prior to the onset of the GFC, an estimate of 6 per cent for the 
forward looking long-term MRP was the best estimate.666 However, following the 
onset of the GFC, the AER notes the changed market conditions indicate an increase 
in the MRP, although it does not consider there is sufficient evidence to determine if 
this is a temporary or permanent change. The AER considers that in either case, given 
the uncertainty in the future outlook and consistent with its findings in the WACC 
review, an MRP of 6.5 per cent is appropriate for the purpose of a forward looking 
estimate commensurate with prevailing market conditions. 

The AER considers that an MRP of 6.5 per cent provides the best estimate arrived at 
on a reasonable basis of the MRP in the prevailing market conditions,667 and therefore 
it accepts Jemena’s proposed MRP of 6.5 per cent. 

5.9 Gearing ratio 
The gearing ratio is defined as the ratio of the value of debt to total capital (i.e. debt 
and equity), and is used to weight the costs of debt and equity when formulating the 
WACC. A business’ gearing ratio, also referred to as its capital structure, will have a 
significant bearing on the expected required return on debt and the expected required 
return on equity. 

                                                 
 
661  EMRF, Submission to the AER, 10 November 2009, pp. 54-55. 
662  AER, Final decision: WACC review, 1 May 2009, p. 187. 
663  AER, Final decision: WACC review, 1 May 2009, pp. 175–238. 
664  NGL, s. 24(2). 
665  NGR, r. 74 and r. 87. 
666  AER, Final decision: WACC review, 1 May 2009, pp. 175–238. 
667  NGR, r. 74(2) and r. 87(1). 
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5.9.1 Jemena’s proposal 
Jemena proposes a gearing ratio of 60:40 for the access arrangement period consistent 
with the assumed efficient level of debt determined by the AER in the WACC review 
and in the current IPART decision for Jemena.668 Jemena submits that this ratio is 
considered efficient for a stand-alone gas distribution business and is consistent with 
the proposed figure for the cost of equity and the allowance for debt risk premium.669 

5.9.2 Submissions 
The EMRF submits that the AER’s WACC review on parameters such as the gearing 
ratio represents the best assessment of the value.670 

5.9.3 AER’s analysis and considerations 
In theory, the optimal debt to equity ratio is the point at which business value is 
maximized, where the marginal costs of debt just offset the marginal benefits.671 
However, while an optimal capital structure theoretically exists, the actual optimal 
value of debt and equity for any given business is dynamic and dependent on a 
number of business specific factors. 

For the purposes of determining the gearing ratio of a benchmark efficient service 
provider, the AER considers that in the long run businesses trend towards an efficient 
gearing ratio. 

The gearing ratio of a benchmark efficient service provider may also be used:  

 to re-lever asset betas for the purposes of analysing the level of systematic risk 
across businesses, and  

 as a factor in determining a credit rating for deriving the debt risk premium.672 

The AER considers, based on evidence from the WACC review,673 that gearing of 
60 per cent for the benchmark efficient electricity business is supported by the most 
recent available and reliable empirical evidence. In the WACC review, the AER 
included gas businesses as close (but not perfect) comparators to a benchmark 
electricity business. The AER considers that this reasoning also holds in reverse—that 
is, electricity businesses are close (but not perfect) comparators for the benchmark 
efficient gas business.674 Further, the majority of businesses in the WACC review 

                                                 
 
668 Jemena, Access arrangement information, August 2009, p. 148. 
669  Jemena, Access arrangement information, August 2009, p. 148. 
670  EMRF, Submission to the AER, November 2009, p. 57. 
671  M. Jenson, ‘Agency costs of free cash flow, corporate finance and takeovers,’ American Economic Review, 

Vol. 76, No. 2, 1986, pp. 323–329. 
672  AER, Final decision: WACC review, 1 May 2009, pp. 111–127. 
673  AER, Final decision: WACC review, 1 May 2009, pp. 121–127. 
674  These reasons are detailed further in equity beta (section 5.7) and debt risk premium (section 5.10) of this 

chapter. See also AER, Final decision: WACC review, 1 May 2009, pp. 104–110. 
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sample were involved in gas networks.675 The AER considers that the best estimate 
arrived at on a reasonable basis676 of the gearing level for the benchmark efficient gas 
business is 60 per cent. This generates a forward looking rate of return that is 
commensurate with prevailing conditions in the market for funds.677 

The AER notes that gearing of 60 per cent is consistent with that adopted for a recent 
gas transmission decision.678 This level of gearing has also been applied by the AER 
in recent draft decisions for gas distribution access arrangements.679 Further, the 
analysis of gearing and its relationship with the credit rating is discussed in section 
5.10 of this draft decision. 

The AER considers that the gearing of 60 per cent proposed by Jemena is the best 
estimate arrived at on a reasonable basis680 and meets the requirements of r. 87 of the 
NGR. 

5.10 Debt risk premium 
The debt risk premium (or debt margin) is added to the nominal risk-free rate to 
calculate the expected return on debt, which is an input for calculating the WACC. 
The debt risk premium is the margin above the risk-free rate that investors in a 
benchmark efficient service provider are likely to require for debt issuance. 

5.10.1 Jemena’s proposal 
Jemena proposes a debt risk premium of 5.04 per cent. This was derived using the 
April 2009 Tabcorp bond issue with adjustments for certain characteristics of the 
bond, including conversion from a floating to fixed rate and from a five to a 10-year 
maturity. A premium was also added to the Tabcorp yield as Jemena also proposes a 
credit rating of BBB for determining the benchmark cost of debt.681 Jemena notes that 
a credit rating of BBB+ has recently been adopted by the AER for electricity 
distributors and proposes that gas networks are riskier than electricity networks as gas 
volumes are more uncertain than electricity demand.682 

5.10.2 Submissions 
The EMRF submits that using a single bond raising is not appropriate as the basis of 
setting the Jemena debt risk premium. The EMRF supports the approach used by the 
                                                 
 
675  For the Bloomberg gearing ratio analysis, five out of six businesses were involved in gas networks; for the 

Standard and Poor’s gearing analysis, nine out of eighteen businesses were involved in gas networks. AER, 
Final decision: WACC review, 1 May 2009, pp. 121–127. 

676  NGR, r. 74(2). 
677  AER, Final decision: WACC review, 1 May 2009, p. 126; NGR, r. 87. 
678  ACCC, Final decision: Revised access arrangement by GasNet Australia (Operations) Pty Ltd and GasNet 

(NSW) Pty Ltd for the principal transmission system, 30 April 2008, p. 71. 
679  AER, Draft decision, ActewAGL distribution access arrangement proposal 1 July 2010 – 30 June 2015, 

November 2009 (AER, Draft decision: ActewAGL distribution access arrangement proposal, November 
2009) and AER, Draft decision, Country Energy Access arrangement proposal 1 July 2010 – 30 June 
2015, November 2009 (AER, Draft decision: County Energy access arrangement proposal, November 
2009). 

680  NGR, r. 74(2). 
681  Jemena, Access arrangement information, August 2009, pp. 145–146. 
682  Jemena, Access arrangement information, August 2009, pp. 145–146. 138–139. 
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AER in developing its decision on the Victorian advanced metering infrastructure roll 
out review 2009–2011 budget and charges application, released in October 2009.683 

On 10 November 2009 Jemena made a submission (10 November 2009 submission) 
on its access arrangement proposal. It submits that its proposed approach is a second 
best method once capital markets have returned to normality. Jemena submits that 
there is insufficient evidence at this stage for it to change the approach to determining 
the cost of debt in its access arrangement proposal. Jemena notes that it supports a 
return to the use of Bloomberg fair value curves once normal market conditions have 
returned.684 

5.10.3 AER’s analysis and considerations 
The AER notes that Jemena’s proposed method of calculating the benchmark debt 
risk premium is based on that considered by the AER in its recent decision on the 
Victorian advanced metering infrastructure review.685 The main difference is that 
Jemena proposes a BBB credit rating, rather than a BBB+ credit rating, for the 
purposes of deriving the debt risk premium. 

The AER’s consideration of the debt risk premium must also determine the averaging 
period, the credit rating, the term to maturity and the data source for the observed 
bond yields. 

Averaging period 

As discussed in section 5.6.3, the AER notes that it appears Jemena recognises that a 
future averaging period is required to determine the debt risk premium.686 The AER 
considers that the same averaging period for estimating the debt risk premium should 
be used for estimating the risk-free rate in order to maintain consistency in the cost of 
debt formula. This approach is consistent with accepted practice to determine a 
benchmark rate of return as required under r. 87 of the NGR, and employs financial 
information and calculations made, consistently on the same basis.687  

Credit rating 

The issue of which credit rating is appropriate for the benchmark service provider has 
been recently considered by the AER in the WACC review for electricity distribution 
and transmission businesses.688 In that review, the AER noted a strong precedent for 
use of a BBB+ credit rating for energy businesses among Australian regulators. The 
AER also concluded that it should have regard to the outcomes from using median 

                                                 
 
683   EMRF, Submission to the AER, November 2009, pp. 56–57. 
684  Jemena Gas Networks (NSW) Ltd, Submission to the AER consultation on JGN’s access arrangement, 

10 November 2009, pp. 4–5. 
685  AER, Victorian advanced metering infrastructure review 2009–11 AMI budget and charges applications, 

October 2009, pp. 113–134. 
686  Jemena, Access arrangement information, August 2009, p. 146. 
687  This includes consideration of the factors under r. 73(3) of the NGR, which are relevant to the 

determination of a benchmark efficient rate of return that is commensurate with prevailing conditions in 
the market for funds and the risks involved in providing reference services in accordance with r. 87 of the 
NGR. 

688  AER, Final decision: WACC review, 1 May 2009, pp. 345–392. 
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credit ratings and the ‘best comparators’ approach in informing its view of the credit 
rating of a benchmark efficient service provider.689  

The AER considers that electricity network businesses are sufficiently close 
comparators to also estimate the credit rating of a benchmark efficient gas network 
service provider.690 As a result, the AER considers that it is appropriate to apply the 
conclusions of its recent WACC review to both electricity and gas service providers. 

In its WACC review, the AER observed a range of credit ratings from BBB+ to A– 
among the sample of businesses considered. Based on these observations the AER 
considered that the median approach suggested that the credit rating for a benchmark 
efficient network service provider may be A–.691 The AER also considered ElectraNet 
as the most appropriate ‘best comparator’ business. The AER observed that 
ElectraNet had a credit rating of BBB+.692 The AER therefore concluded that there 
was not sufficient evidence to depart from the past regulatory practice of using a 
BBB+ credit rating for energy businesses.693 The AER considers that this conclusion 
remains valid. 

Further, the AER considers that Jemena has not appropriately accounted for multi-
parameter considerations in proposing a BBB credit rating. Jemena has proposed a 
gearing ratio of 60:40. The AER’s analysis and consideration of this aspect of 
Jemena’s proposal is set out in section 5.9.3 of this draft decision. The AER considers 
that the assumed 60:40 gearing ratio needs to be considered in conjunction with the 
credit rating for determining the cost of debt. Specifically, all things being equal, 
higher gearing ratios should be associated with lower credit ratings.  

The AER considers that Jemena has not properly taken this relationship into account 
in its proposal. In past decisions, the AER has determined a 60:40 gearing ratio and a 
credit rating of BBB+ for a benchmark efficient network service provider. However, 
Jemena has proposed a 60:40 gearing ratio, which has been accepted by the AER, and 
a credit rating of BBB. The AER considers that, for consistency, if Jemena proposes a 
60:40 gearing ratio, then a credit rating higher than BBB should apply. 

After considering these factors the AER concludes that electricity network businesses 
are sufficiently close comparators for the purpose of determining the credit rating of a 
benchmark efficient gas network service provider and that there is not sufficient 
evidence to depart from the past regulatory practice of using a BBB+ credit rating for 
energy businesses particularly in circumstances where the proposed gearing ratio is 
60:40, which is accepted by the AER. 

Term to maturity 

Jemena’s proposed method for estimating the debt risk premium is based on a 10-year 
maturity and it attempts to convert the 5-year maturity of the Tabcorp bond issue to 

                                                 
 
689  AER, Final decision: WACC review, 1 May 2009, pp. 347, 360. 
690  AER, Final decision: WACC review, 1 May 2009, p. 379. 
691  AER, Final decision: WACC review, 1 May 2009, p. 384. 
692  AER, Final decision: WACC review, 1 May 2009, p. 386. 
693  AER, Final decision: WACC review, 1 May 2009, p. 391. 
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reflect a 10-year maturity.694 While the AER considers a 10-year maturity is 
appropriate, as it matches the term used to determine the risk-free rate, the AER does 
not consider the Tabcorp bond issue is an appropriate basis to estimate the debt risk 
premium, as discussed below. The use of a 10-year maturity approach also ensures 
consistency in the calculation of the WACC.695 

The Tabcorp bond issue and fair value curves 

The AER notes that Jemena’s proposal to use the Tabcorp bond issue to determine the 
debt risk premium relies on a report submitted by the Victorian electricity distribution 
businesses (Victorian electricity DNSPs report) which has previously been considered 
by the AER.696 The AER further notes that much of the material of this report is 
specific to the revised Victorian order in council for advanced metering infrastructure, 
which requires the use of a known historical averaging period, and the national 
electricity law and rules. This material does not directly apply to the current decision 
making process for a gas distribution access arrangement. 

Jemena proposes a debt risk premium of 5.04 per cent, based on the Tabcorp 5-year 
BBB+ rated floating bond issue of April 2009. The AER notes that the Tabcorp bond: 

 was issued on 1 April 2009 

 is a five year bond, whereas the AER considers the benchmark corporate bond rate 
is based on a maturity of ten years 

 is a variable rate bond, whereas the debt risk premium is to be measured by 
reference to Commonwealth government securities, which are fixed coupon 
bonds. 

The AER notes that Jemena has attempted to make adjustments to the yield of the 
Tabcorp bond in order to make it more representative of the benchmark corporate 
bond.697 Jemena proposes to convert the variable rate to a fixed rate and to add a 
premium to the observed yield to reflect a 10-year maturity.698 However, the AER 
considers that it is more appropriate to find a measure of the debt risk premium which 
more closely matches the characteristics of the benchmark corporate bond rather than 
to make adjustments to the Tabcorp bond yield as proposed by Jemena. 

The AER is of the view that it is not appropriate to use the Tabcorp bond issued in 
April 2009 to derive the benchmark debt risk premium since it is only a single bond 
and it requires several adjustments to make it comparable to the benchmark corporate 
bond. As a result, the AER must consider methods of determining the debt risk 
premium other than using the Tabcorp bond issue. 

                                                 
 
694  Jemena, Access arrangement information, August 2009, appendix 9.2: Victorian electricity distribution 

businesses, Debt risk premium for use in the initial AMI WACC period, 1 June 2009, pp.  28–29. 
695  NGR, 73(3). 
696  AER, Victorian advanced metering infrastructure review 2009–11 AMI budget and charges applications, 

October 2009, pp. 113–134. 
697  Jemena, Access arrangement information, August 2009, p.  146. 
698  Jemena, Access arrangement information, August 2009, p.  146. 
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In previous regulatory decisions the AER has used the fair value curves published by 
Bloomberg or CBASpectrum to determine the benchmark corporate bond rate. The 
AER considers that the benchmark corporate bond rate should be estimated based on 
the observed yields of all bonds suitable for inclusion rather than a single bond. The 
AER notes the EMRF’s concern that using a single bond issue is not appropriate as 
the basis for setting the debt risk premium.699 As such, the AER considers that the 
relevant test of whether the fair values sourced from Bloomberg or CBASpectrum are 
fit for purpose is how they compare to the observable yields of corporate bonds with a 
fixed coupon rate issued in the Australian market.  

The AER notes, however, that in the Victorian electricity DNSPs report which forms 
part of Jemena’s proposed access arrangement information, concern was expressed 
that the fair value curves published by Bloomberg appear to be underpricing observed 
yields in the Australian corporate bond market.700 The AER notes that the analysis in 
the Victorian electricity DNSPs report shows the Bloomberg BBB fair value curve to 
be below: 

 the CBASpectrum BBB+ fair value curve 

 the yield on BBB corporate bonds as published by the RBA 

 the US BBB/BBB+ corporate bonds swapped to Australian dollars 

 selected bonds issued in the US by Australian companies swapped to Australian 
dollars 

 the Tabcorp bond issued in April 2009. 

The AER considers that it is not unexpected that the fair values published by 
Bloomberg were lower than the yields published by CBASpectrum and the RBA 
because Bloomberg excludes outliers in the derivation of its fair values for bonds.  

The AER does not consider it appropriate to compare the Bloomberg fair values of 
Australian bonds against the yields of international bonds. Market conditions will 
vary between the Australian bond market and the US bond market and it is expected 
that converting US market data into Australian dollars will not entirely remove the 
differences in prevailing conditions in each market for funds.701 

In the 10 November 2009 submission, Jemena reaffirms the position in its proposal. 
Jemena submits that there is insufficient evidence to change from its proposed 
approach to determining the cost of debt.702 

                                                 
 
699  EMRF, Submission to the AER, November 2009, pp. 56–57. 
700  Jemena, Access arrangement information, August 2009, appendix 9.2: Victorian electricity distribution 

businesses, Debt risk premium for use in the initial AMI WACC period, 1 June 2009, p. 10. 
701   NGR, r. 87(1). 
702   Jemena Gas Networks (NSW) Ltd, Submission to the AER consultation on JGN’s access arrangement, 10 

November 2009, pp. 4–5. 
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The AER notes that in the Victorian electricity DNSPs report, analysis is undertaken 
which compares Bloomberg’s fair value curve to observed bond yields. The AER 
considers that the conclusions that can be drawn from the analysis are limited as the 
analysis presented is for one day only, i.e., 17 November 2008.703 The AER considers 
that analysis of a single day’s data is not sufficient to conclude that Bloomberg’s or 
CBASpectum’s fair values are unsuitable for determining the benchmark debt risk 
premium for an Australian corporate bond. 

In recent decisions, the AER has examined estimates derived from both Bloomberg 
and CBASpectrum’s fair value curves when compared to observed bond yields. The 
AER considers that analysing the performance of the fair value estimates is 
appropriate for compliance with r. 87 of the NGR, which requires that the rate of 
return is to be commensurate with prevailing conditions in the market for funds, 
which are determined through observation of market data.  

The analysis is conducted by first defining a population of fixed interest corporate 
bonds to observe, then selecting a sample from this population. Yields are then 
observed for the sample of bonds from Bloomberg, CBASpectrum and UBS. 
Bloomberg’s, CBASpectrum’s and an average of the two fair value estimates are then 
compared to the observed yields to determine which fair value estimate more closely 
aligns with the observed yields. 

The Australian Competition Tribunal (Tribunal) recently considered the AER’s 
methodology for comparing Bloomberg and CBASpectrum’s fair value curves and 
found there was no compelling case for departing from the AER’s methodology.704 
The Tribunal also found that the AER will need to reconsider the data sources and 
methodology. 

As part of its analysis of the debt risk premium, the AER recently considered its 
methodology and used updated data in the draft decisions for the ActewAGL and 
Country Energy gas access arrangements.705 In this analysis, CBASpectrum’s BBB+ 
fair value curve performed better than both Bloomberg’s BBB fair value curve and an 
average of the two at matching observed yields for the sample of bonds. This is true 
whether the source of the observed bond yields was Bloomberg, CBASpectrum or 
UBS. Consistent with the ActewAGL and Country Energy draft decisions, the AER 
uses CBASpectrum’s fair value curve to determine the benchmark debt risk premium 
for this draft decision. For the final decision, the AER will update this analysis for the 
averaging period that has been stated in confidential Appendix B. 

Conclusion 

For the reasons given above and as outlined in the WACC review, the AER considers 
that the benchmark efficient service provider has a credit rating of BBB+ and issues 
debt with a maturity of ten years. In determining how to estimate the efficient 

                                                 
 
703  Jemena, Access arrangement information, August 2009, appendix 9.2: Victorian electricity distribution 

businesses, Debt risk premium for use in the initial AMI WACC period, 1 June 2009, pp. 14–16. 
704  Australian Competition Tribunal, Application by Energy Australia and other [2009] ACompT8, 

November 2009, p. 39. 
705  AER, Draft decision: ActewAGL distribution access arrangement proposal, November 2009 and AER, 
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benchmark cost of this debt, and therefore the debt risk premium, the AER considers 
that it is not appropriate to rely on a single debt issue such as the April 2009 Tabcorp 
bond issue but to instead use CBASpectrum’s BBB+ fair value curve for this draft 
decision. 

The reason for selecting CBASpectrum’s fair value curve for this draft decision 
reflects the outcomes of the AER’s analysis where it compared CBASpectrum’s 
BBB+ fair value curve to Bloomberg’s BBB fair value curve and an average of the 
two, which found that CBASpectrum’s fair value estimates are more closely aligned 
to observed yields. There is a reasonable basis to consider that using CBASpectrum’s 
BBB+ fair value curve results in the best estimate possible in the circumstances, 
providing a debt risk premium commensurate with prevailing market conditions and 
the risks of providing reference services as required by r. 74(2) of the NGR.  

For the purposes of the draft decision, the debt risk premium was calculated by 
averaging over the 20 business days between 26 November and 23 December 2009 
(to match the period used for the risk-free rate). The resulting debt risk premium is 
4.18 per cent. Adding this debt risk premium to the risk-free rate of 5.52 per cent 
provides a return on debt of 9.70 per cent. Therefore, the AER requires Jemena to 
amend its access arrangement information as outlined in amendment 5.1 for the return 
on debt. 

For the final decision, the AER will update the debt risk premium based on the same 
averaging period as the risk-free rate. 

5.11 Inflation forecast 
The expected inflation rate is not an explicit parameter within the WACC calculation. 
However, it is used in the revenue model to forecast nominal allowed revenues and to 
index the capital base. It is an implicit component of the nominal risk-free rate, with 
implications for the return on both equity and debt. 

5.11.1 Jemena’s proposal 
Jemena proposes an inflation forecast of 2.38 per cent. The forecast inflation is the 
geometric average of the forecast annual inflation for each of the ten years from 2010 
to 2019. Jemena's ten year average inflation forecast is based on the RBA’s short-term 
(two years) inflation forecasts and the mid-point of the RBA’s long-term target 
inflation band for the subsequent eight years.706 Jemena states that this approach is 
consistent with the AER’s approach in the recent determinations for NSW and ACT 
electricity distributors. 707 

5.11.2 AER’s analysis and considerations 
The AER has determined in previous regulatory decisions that a method likely to 
result in the best estimate arrived at on a reasonable basis708 of inflation over a ten 
year period is to apply the RBA’s short-term inflation forecasts extending out for two 
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707  Jemena, Access arrangement information, August 2009, p. 148. 
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years and the mid-point of the RBA’s target inflation band beyond that period (i.e. 
2.5 per cent) for the remaining eight years.709 An implied ten year inflation forecast is 
derived by averaging these individual forecasts. The AER considers that this approach 
remains appropriate710 and provides the best estimate of expected inflation arrived at 
on a reasonable basis.711  

The AER notes that Jemena has used this approach in its proposal for estimating 
expected inflation.712 However, Jemena has used the ten year forecast period from 
2010 to 2019.713 The AER considers that the ten year forecast period should be from 
2010–2011 to 2019–2020 because actual inflation data will be available for the period 
ending 30 June 2010 and the ten year forecast should therefore start from 1 July 2010 
(i.e. for the financial year 2010–2011). This is consistent with the start of the access 
arrangement period. 

The RBA’s statement on monetary policy examines a wide variety of objective data 
influencing inflation in both the domestic and international financial markets to 
develop its inflation forecast. The forecast is produced on a regular basis and is 
publicly available, including supporting analysis and reasoning.714 Use of the RBA’s 
statement on monetary policy provides consistency and transparency in the AER 
methodology for deriving an inflation forecast. 

The AER also considers that the estimate of expected inflation should be updated to 
incorporate the latest available data closer to the time of the final determination. 
Inflation forecasts can change in line with market sensitive data and regulatory 
practice in Australia has been to update these forecast values at the time of making a 
decision.715 The AER will update its estimate of inflation based on the latest RBA 
forecasts as close as is practical to the date of the final decision. 

                                                 
 
709  AER, Final decision: ACT distribution determination, April 2009, pp. 105–107; AER, Final decision: 

NSW distribution determination, April 2009, pp. 233–237. 
710  For a full explanation of the AER’s methodology, see AER, Final decision: NSW distribution 

determination, April 2009, p. 236; AER, Final decision: ACT distribution determination, April 2009, 
p. 105. 

711  A market based approach to forecast inflation is to use CGS yields and indexed CGS yields under the 
Fisher transformation. The AER notes the concern with using this implied inflation method is because, at 
this point in time, the yields from indexed CGS are likely to be unreliable due to the limited supply of 
these securities. However, given the resumption of issuance of indexed CGS by the Australian Office of 
Financial Management in October 2009, the AER will closely monitor developments in capital markets to 
determine the effect of this new issuance on the relative demand and supply for indexed CGS. 
Australian Office of Financial Management, Operation notice 21/2009: Treasury indexed bonds – Launch 
of new 2025 treasury indexed bond, 29 September 2009, viewed 13 October 2009, 
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The AER considers that the best estimate, arrived at on a reasonable basis,716 of the 
ten year inflation forecast is a geometric average of the RBA short-term forecasts 
(currently extending out two years) and the mid-point of the RBA’s target inflation 
range for the remaining years in the ten year period.717 Based on this approach and 
using the latest RBA forecasts, an inflation forecast of 2.47 per cent produces the best 
estimate for a ten year period for this draft decision.718 

Table 5.6 shows the calculation of the inflation forecast for the access arrangement 
period using the RBA data. 

Table 5.6: AER's inflation forecasts (%) 

 June 
2011 

June 
2012 

June 
2013 

June 
2014 

June 
2015 

June 
2016 

June 
2017 

June 
2018 

June 
2019 

June 
2020 

Geometric 
average 

Forecast 
inflation 2.25a 2.50a 2.50 2.50 2.50 2.50 2.50 2.50 2.50 2.50 2.47a 

Source:  RBA, Statement on monetary policy, 6 November 2009, p. 72. 
a: This forecast will be updated by the AER to incorporate the latest available data 

from the RBA statement of monetary policy closer to the time of the final 
decision. 

5.12 Summary 
Jemena proposes the use of a pre-taxation nominal WACC to determine the rate of 
return, including the use of the FFM to establish the return on equity. Jemena’s 
proposed WACC parameters results in a nominal vanilla WACC of 11.21 per cent. 
For this draft decision, the AER has estimated a nominal vanilla WACC of 
10.11 per cent for Jemena. The WACC is less than that proposed by Jemena due to 
the use of the Sharpe–Lintner CAPM for estimating the return on equity instead of the 
FFM and the amendments required to parameters such as the nominal risk-free rate, 
equity beta and debt risk premium. 

Table 5.7 outlines the WACC parameter values for the draft decision. The AER’s 
final decision will update the nominal risk-free rate and debt risk premium (and all 
values that depend on these parameters), based on the averaging period closer to the 
final decision date as stated in confidential Appendix B. The AER’s final decision 
will also update the inflation rate as outlined earlier in this chapter. 

5.13 Conclusion 
The AER does not propose approve the rate of return on capital proposed by Jemena 
as it does not comply with r. 87 of the NGR and requires Jemena to make the 
amendments set out below: 

                                                 
 
716  NGR, r. 74(2). 
717  The current RBA forecasts are available at <www.rba.gov.au>. The current target inflation band is 

between 2 and 3 per cent per annum, see Treasurer and the Governor of the Reserve Bank of Australia, 
Joint statement on the conduct of monetary policy, 6 December 2007, viewed 5 November 2009, 
<http://www.rba.gov.au/MonetaryPolicy/statement_conduct_mp_4_06122007.html>. 

718  The AER notes that this will be updated to incorporate the latest available data from the RBA at the time of 
the final decision. 



 

 143

5.14 Amendments required to the access arrangement 
proposal 

Amendment 5.1: amend the access arrangement information to delete Tables 9-1 and 
9-4 and replace them with the following: 

Table 5.7: WACC parameters 

Parameter AER’s draft decision 

Nominal risk-free rate (%) 5.52a  

Inflation (%) 2.47b 

Real risk-free rate (%) 2.98a 

Equity beta 0.80 

Market risk premium (%) 6.50 

Debt risk premium (%) 4.32a 

Debt to total assets (gearing) (%) 60 

Nominal return on equity (%) 10.72a 

Nominal return on debt (%) 9.84 

Nominal vanilla WACC (%) 10.19a 

Gamma (utilisation of imputation credits) 0.65c 

a: These figures have been updated with data current to 23 December 2009, but  
 should be considered indicative only. They will be updated by the AER for the 

final decision (in accordance with the averaging period set out in confidential 
 Appendix B). 
b: This figure will be updated by the AER for the final decision using the latest 

data from the RBA statement of monetary policy. 
c: Gamma (utilisation of imputation credits) is considered in taxation chapter 6. 

Amendment 5.2: make all consequential amendments necessary in the access 
arrangement information to take account of and reflect amendment 5.1. 
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6 Taxation 
6.1 Introduction 
This chapter sets out Jemena’s proposed approach to establish an allowance for 
taxation and the AER’s analysis and consideration of Jemena’s proposed approach for 
the access arrangement period. This includes the assumed utilisation of imputation 
credits (gamma). The rate of utilisation of imputation credits affects the cost of 
taxation for the service provider. 

6.2 Regulatory requirements 
Rule 72(1)(h) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the proposed method for dealing with 
taxation, and a demonstration of how the allowance for taxation is calculated. 

Rule 76(c) of the NGR provides for the estimated cost of corporate taxation as a 
building block for total revenue insofar as this is applicable. 

6.3 Jemena’s proposal 
Jemena proposes using a pre–taxation framework to estimate total revenue. The pre–
taxation framework includes the estimated cost of taxation in the weighted average 
cost of capital (WACC). This is consistent with the framework used in the earlier 
access arrangement period.719 

Jemena proposes a gamma value of 0.2 based on reports by Synergies Economic 
Consulting (Synergies) and Strategic Finance Group Consulting (SFG). Jemena also 
states that there is a theoretical argument supporting a gamma value of zero.720 

Jemena submits that the AER’s conclusions in the WACC review about the value of 
imputation credits in the hands of investors and the payout ratio are incorrect and do 
not meet the requirements of the NGR.721 

6.4 Submissions 
Jemena submits reports, which were originally commissioned by ETSA utilities for its 
recent electricity distribution determination regulatory proposal, to support its 
proposed gamma value of 0.2.722 

In particular Jemena submits reports from Gilbert and Tobin and Emeritus Professor 
Robert Officer,723 which outline the position that the imputation credit payout ratio 

                                                 
 
719  Jemena, Access arrangement information, August 2009, p. 138. 
720  Jemena, Access arrangement information, August 2009, pp. 149–151. 
721  Jemena, Access arrangement information, August 2009, p. 151. 
722  Jemena, Submission to the AER consultation on JGN's access arrangement, 10 November 2009, pp. 2–3 
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Gamma—ETSA price reset, 22 June 2009. 
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should be less than the 100 per cent adopted in the WACC review. Jemena also 
submits two reports from Associate Professor Christopher Skeels:  

 the first report states that the AER’s method for estimating theta in the WACC 
review, based on an average of estimates from taxation statistics and a dividend 
drop-off study, was inappropriate724 

 the second report is a review of a dividend drop-off study prepared by SFG for the 
Joint Industry Associations’ (JIA) submission to the WACC review, which was 
updated in response to the AER’s concerns outlined in the WACC review final 
decision.725 

These reports are discussed in more detail below. 

The Energy Markets Reform Forum (EMRF) submits that WACC parameters—other 
than the MRP and equity beta—developed by the AER in the WACC review 
represent the best assessment of the value and applicability of parameters carried out 
in recent times. The EMRF submits that on this basis, it supports the use the WACC 
parameters determined in the WACC review.726 

6.5 AER’s analysis and considerations 

6.5.1 Comparing pre–taxation and post–taxation frameworks 
Jemena proposes a pre–taxation framework to estimate total revenue. This framework 
does not use a taxation building block but, instead, incorporates a taxation variable 
(the effective taxation rate) into the WACC to account for the costs of corporate 
income taxation. The value of the pre–taxation WACC is higher than the value of the 
nominal vanilla WACC and so allows Jemena to recover the costs of taxation without 
using an explicit taxation building block. If the effective taxation rate is accurately 
estimated then the two approaches will produce an equivalent present value of 
revenues.  

Jemena estimates its effective taxation rate by first determining the cost of corporate 
income taxation using the same method applied to calculate the taxation building 
block in the AER’s post–taxation revenue model (PTRM).727 The effective taxation 
rate is then calculated using the following formula: 

 ( )
( ) ⎥

⎦

⎤
⎢
⎣

⎡
=

equity  toflowscash taxation -PreIRR
equity  toflowscash taxation -PostIRR -1  (%) rate taxation Effective

 

                                                 
 
724  Skeels C., Estimation of gamma, 18 June 2009. 
725  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009. The AER notes that the SFG 

study reviewed by Skeels comprises two reports—SFG, The impact of franking credits on the cost of 
capital of Australian firms, 2008 and an updated report SFG, The value of imputation credits as implied by 
the methodology of Beggs and Skeels (2006), 2009. 

726  EMRF, NSW gas distribution revenue reset: Jemena application–a response by the Energy Markets 
Reform Forum, November 2009, p. 57. 

727  Jemena, Access arrangement information, August 2009, pp. 151–152. 
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where IRR is the internal rate of return.728  

In the PTRM framework the effective taxation rate is derived from the cash flow 
modelling and does not determine revenues. 

Pre–taxation cash flows to equity are equal to nominal revenue less operating 
expenses, capital expenses, interest payments and repayment of debt. Post–taxation 
cash flows to equity are simply pre–taxation cash flows to equity less any estimated 
taxation expenses.729 Jemena proposes that these taxation expenses include interest or 
debt servicing, taxation depreciation allowances and taxation operating expenses.730 
Jemena estimates its effective taxation rate as 28.35 per cent.731  

In general, if correctly estimated, the taxation compensation using a post–taxation 
revenue framework and a pre–taxation framework should be identical in terms of 
present value. However, after reviewing Jemena's implementation of the pre–taxation 
framework, the AER has two concerns. First, that incorrect assumptions about future 
capital expenditure have been made and, second, that the estimation of the opening 
taxation asset base is inconsistent with Jemena's past approach to taxation. The AER 
considers that both of these factors lead to an overestimation of the effective taxation 
rate. 

6.5.2 Estimation of the effective taxation rate 
Jemena's estimates its proposed effective taxation rate by analysing cash flows over a 
70 year period. However the capital expenditure forecast used in the analysis is for 
only five years.732 This means that Jemena is analysing taxation rates for an aging 
capital base which will have a relatively high effective taxation rate. The AER 
considers that it is likely that future capital expenditure will offset the aging of the 
capital base and produce a lower effective taxation rate. The AER considers that to 
determine an effective taxation rate consistent with the NGR733 a forecast of capital 
expenditure would be required for the 70 years analysed by Jemena.734 That said, the 
AER considers that a key limitation of Jemena's proposed approach to taxation is that 
neither the AER nor Jemena is able to forecast capital expenditure on a reasonable 
basis over such long periods of time.735 

For illustrative purposes, if a 70 year forecast of capital expenditure were used with 
capital expenditure remaining constant at its current average levels, then Jemena's 
effective taxation rate would be around 25.87 per cent, not 28.35 per cent as proposed 
by Jemena.736 

                                                 
 
728  Jemena, Access arrangement information – appendix 9.3, 26 August 2009, p. 3. 
729  Jemena, Access arrangement information – appendix 9.3, 26 August 2009, p. 3. 
730  Jemena, Access arrangement information – appendix 9.3, 26 August 2009, p. 3. 
731  Jemena, Access arrangement information, August 2009, p. 138. 
732  Jemena, Regulatory Model, August 2009. 
733   NGR, r. 74(2). 
734  Jemena, Regulatory Model, August 2009. 
735  NGR, r. 74(2)(a). 
736  Jemena, Access arrangement information, August 2009, p. 151. 
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The AER therefore considers that a pre–taxation approach is more complicated than a 
post–taxation approach but does not produce a better estimate than the post–taxation 
approach. Practically, the proposed pre–taxation approach adds complexity but may, 
over the life of the asset, not provide for the best estimate of the cost of taxation from 
one access arrangement period to another.737 

6.5.3 Taxation asset base 
The AER's second concern is that the estimation of the opening taxation asset base is 
inconsistent with Jemena's past approach to estimating taxation. The transition to 
either a post–taxation framework or the estimation of an effective taxation rate 
requires a taxation asset base to be established. Under a post–taxation framework the 
taxation asset base is an input to determining the taxation allowance. This is because 
taxation depreciation is estimated based on the taxation asset base and taxation 
depreciation is treated as an expense for taxation purposes. In a pre–taxation 
framework the taxation asset base is used to derive the effective taxation rate which is 
used to determine the WACC. The derivation of the effective taxation rate requires an 
estimate of the cost of taxation and the taxation asset base is an input to estimating the 
cost of taxation. 

Jemena has not previously estimated an effective rate of taxation for the purpose of 
determining its pre–taxation WACC. Previously, the IPART used the corporate 
taxation rate as a proxy for the effective taxation rate. This means that Jemena has not 
maintained a taxation asset base for regulatory purposes.738 For the current access 
arrangement period Jemena proposes to establish its taxation asset base as at 1 July 
1999.739 This date was selected as it is the date on which the initial capital base was 
set by the IPART.740 Jemena proposes to roll this taxation asset base forward to 1 July 
2010 based on actual and forecast capital expenditure and disposals.741 The roll 
forward value of the taxation asset base is shown in Table 6.1 This allows for the 
estimation of the opening taxation asset values for the access arrangement period. 
Jemena proposes to estimate taxation depreciation using the diminishing value 
approach.742 The AER notes that the diminishing value approach to calculating 
taxation depreciation is accepted by the Australian Taxation Office (ATO).743 The 
AER has considered that the capital expenditure used in the roll forward of the 
taxation asset base is consistent with the capital expenditure used in the roll forward 
of the regulatory asset base. 

 

                                                 
 
737  NGR, r. 74(2)(b). 
738  Jemena, Access arrangement information – appendix 9.3, 26 August 2009. 
739  Jemena, Access arrangement information – appendix 9.3, 26 August 2009. 
740  Jemena, email response to the AER follow up questions, attachment 1, 20 October 2009, p. 6 and IPART, 

Final decision - Access Arrangement for AGL Gas Networks Limited Natural Gas System in NSW, July 
2000, pp. 71–88. 

741  Jemena, Access arrangement information – appendix 9.3, 26 August 2009. p. 7. 
742  Jemena, Access arrangement information – appendix 9.3, 26 August 2009, p. 5. 
743  ATO, A guide to depreciating assets, 2009. p. 6. 
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Table 6.1: Taxation asset base roll forward summary ($m, nominal) 

  Value as at  

 1 July 1999 30 June 2010 30 June 2015 

Trunk Wilton–Sydney 0.5 0.1 2.7 

Trunk Sydney–Newcastle 1.4 0.4 8.8 

Trunk Wilton–Wollongong 0.1 0.0 0.7 

Contract meters 4.0 4.7 3.7 

Fixed plant – distribution 0.9 32.0 49.7 

High pressure mains 19.0 96.6 171.0 

High pressure services  0.5 0.2 0.7 

Medium pressure mains 211.0 129.2 161.5 

Medium pressure services 80.7 166.6 295.1 

Meter reading devices 0.5 12.5 8.6 

Country packaged off-take 
station (POTS) 

1.2 2.4 17.5 

Tariff meters 37.7 122.8 261.2 

Building 4.3 2.8 2.5 

Computers 12.6 1.1 naa 

Software 10.8 11.3 naa 

Fixed plant 10.3 5.1 3.0 

Furniture 3.6 1.1 0.4 

Land 6.4 4.6 4.6 

Leasehold improvements 5.5 10.4 10.0 

Low value assets - 0.0 0.0 

Mobile plant 2.8 1.6 1.7 

Vehicles 7.7 7.8 18.7 

Total 421.5 613.6 1110.4b 

Source:  Jemena, Access arrangement information – Appendix 9.3, 26 August 2009, 
pp. 6–9. 

a:  These two figures were not provided in Jemena’s access arrangement proposal.  
b:  The figures shown in this column sum to 1022.1 due to the omission of amounts 

for computers and software. 
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The AER considers that a uniform taxation rate over different access arrangement 
periods necessarily implies the use of a straight line depreciation method. Therefore, 
the use of a diminishing value approach to calculating Jemena's past taxation 
depreciation allowance is not consistent with the use of the corporate taxation rate in 
earlier access arrangement periods. The use of the diminishing value methodology to 
determine depreciation will produce an unreasonably low value for the taxation asset 
base and consequentially overstate Jemena's future effective taxation rate. The 
opening taxation asset base is therefore not derived on a reasonable basis as required 
by r. 74(2)(a) of the NGR and it is not the best estimate possible in the circumstances 
as required by r. 74(2)(b) of the NGR. The AER requires Jemena to re-estimate its 
opening taxation asset base on the assumption that assets were depreciated on a 
straight line basis over their economic lives. This does not preclude Jemena from 
adopting a diminishing value assumption for determining its cost of corporate income 
taxation in the access arrangement period. 

6.5.4 Assumed utilisation of imputation credits (gamma) 
Under the Australian imputation taxation system, domestic investors receive a credit 
for taxation paid at the company level (an ‘imputation credit’) that offsets part or all 
of their personal income taxation liabilities. For eligible shareholders, imputation 
credits represent a benefit from the investment in addition to any cash dividend or 
capital gains received.744 

Gamma is a measure of the value of imputation credits and is defined as a product of 
the ‘imputation credit payout ratio’ (payout ratio) and the ‘utilisation rate’ (theta).745 
Under the post–taxation framework, adjustments for taxation are made in the cash 
flows—that is, gamma is used as one component to determine the taxation building 
block. 

The AER has considered the information provided by Jemena in the access 
arrangement information and in its submission746 in the context of the following 
issues: 

 the payout ratio 

 the utilisation rate (theta), based on taxation statistics and dividend drop-off 
studies 

 reasonable ranges and estimates of gamma. 

The AER notes that in the WACC review, gamma was estimated as a market wide 
parameter for the Australian economy. The AER considers that the same approach is 
appropriate for the purposes of this access arrangement review. The AER considers 
that the findings of the WACC review are relevant to the AER’s analysis and 
considerations in relation to gamma in the context of this decision. 
                                                 
 
744 Although foreign investors do not pay Australian personal income taxes, they may receive a credit for 

company taxation paid from their home country government, depending on the inter-country taxation 
arrangements. 

745 This is the Monkhouse definition. See AER, Final decision: WACC review, 1 May 2009, p. xix. 
746  Jemena, Submission to the AER, 10 November 2009. 
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The payout ratio 

The AER adopted a payout ratio of 100 per cent in the WACC review. This was based 
on the following considerations:  

 advice from Associate Professor Handley that a 100 per cent payout ratio is 
consistent with the Officer WACC framework,747 which makes a perpetuity 
assumption for simplicity748 

 a reasonable estimate of the payout ratio—taking into account retention of 
imputation credits—is between 91 and 98 per cent. This estimated range assumes 
that 29 per cent of imputation credits are retained (a distribution rate of 
71 per cent), a retention period for imputation credits of between one and five 
years and a discount rate for retained imputation credits between the risk-free rate 
and the cost of equity. 749 

Jemena submits that an appropriate estimate of the payout ratio is 66 per cent, based 
on a recent report by Synergies.750 Jemena submits that the report prepared by 
Synergies uses taxation statistics from the ATO for the period 2003 to 2007, which 
results in an estimated range of 58 to 77 per cent for the payout ratio.751 Jemena has 
not provided the report prepared by Synergies as part of its proposal. The AER notes 
that this report was originally commissioned by Ergon Energy and Energex and 
reviewed by the AER in the Queensland electricity distribution determination draft 
decision (Queensland draft decision), where the AER raised substantial concerns 
about its reliability.752 

Jemena also submits reports from Emeritus Professor Officer and Gilbert and Tobin to 
support its proposed payout ratio of 66 per cent.753 In particular, the report prepared 
by Emeritus Professor Officer states that an assumption of a 100 per cent payout ratio 
is inconsistent with long-term averages of the economy wide distribution rate of about 
70 per cent and that listed companies rarely exceed this rate. The report prepared by 
Emeritus Professor Officer states that this implies that at least 30 per cent of credits 
generated have no value.754  

The AER recently considered the issues raised by Emeritus Professor Officer in the 
South Australian electricity distribution determination draft decision (South 
Australian draft decision). In the South Australian draft decision the AER noted that 
the Officer WACC framework is a perpetuity framework (as a simplifying 
                                                 
 
747  The Officer WACC framework is set out in Officer R., 'The cost of capital of a company under an 

imputation tax system', Accounting and Finance, vol. 34, May 1994. 
748  AER, Final decision: WACC review, 1 May 2009, p. 466. 
749  AER, Final decision: WACC review, 1 May 2009, p. 466. 
750  Jemena, Access arrangement information, August 2009, p. 151. 
751  Jemena, Access arrangement information, August 2009, p. 151. 
752  AER, Draft decision: Queensland electricity distribution determination, 25 November 2009, pp. 205–212. 
753  Officer R., Estimating the distribution rate of imputation tax credits: Questions raised by ETSA’s advisers, 

Report prepared for ETSA Utilities, 23 June 2009 and Gilbert and Tobin, Review of WACC parameters: 
Gamma—ETSA price reset, 22 June 2009. 

754  Officer R., Estimating the distribution rate of imputation tax credits: Questions raised by ETSA’s advisers, 
Report prepared for ETSA Utilities, 23 June 2009, p. 4. 



 

 151

assumption) which assumes no growth and the full distribution of cash flows at the 
end of each period. The AER accepted the advice of Associate Professor Handley and 
noted that it would be inconsistent to assume that there is a full distribution of a 
service provider's free cash flow but not a full distribution of the imputation credits 
associated with that free cash flow.755 

In the South Australian draft decision, the AER also noted Associate Professor 
Handley’s advice that an assumption of a 100 per cent payout ratio is consistent with 
standard classical taxation system valuation frameworks. In relation to retained 
imputation credits, the AER considered that it is unreasonable to assume that the 
current $150 billion in accumulated franking credits have no value.756 

Consistent with the South Australian draft decision, the AER considers that the 
assumption of a zero value for retained imputation credits is inconsistent with the 
Officer WACC framework, which utilises a perpetuity model incorporating 
simplifying assumptions. 

Distribution of retained imputation credits 
Jemena submits a report from Gilbert and Tobin that outlines a number of limitations 
on a company’s ability to distribute retained imputation credits. In particular, the 
report prepared by Gilbert and Tobin notes that:  

 the income taxation law presents significant impediments to full, effective 
distribution of franking credits, and that the ‘wastage’ of credits is an apparent 
design feature of the imputation system. Furthermore, the Treasury has in the past 
shown a readiness to not only adopt further specific measures to prevent taxation 
avoidance schemes (such as dividend streaming), but to also do so retrospectively. 

 commercial imperatives mean that companies may not be in a position to fully 
distribute all of their retained franking credits. A reduction in retained earnings 
will alter a company’s capital structure, and could have significant implications 
for a company’s ability to raise further capital. 

 there are a number of provisions in the taxation rules which limit the ability of a 
company to stream dividends and to distribute imputation credits to certain 
shareholders—that is, foreign shareholders. 

 with respect to investors’ incentives and the balance of franked dividends, 
companies need to consider shareholder preferences and share distribution 
policies, capital requirements, periods of negative profits where it will be unable 
to distribute dividends and the value of imputation credits from acquired 
businesses.757 

The AER considers that it is difficult to predict what innovative financial schemes a 
company may develop to distribute imputation credits. Furthermore, the AER 

                                                 
 
755  AER, Draft decision: South Australian electricity distribution determination, 25 November 2009, p. 256. 
756  AER, Draft decision: South Australian electricity distribution determination, 25 November 2009, p. 256. 
757  Gilbert and Tobin, Review of WACC parameters: Gamma—ETSA price reset, 22 June 2009. 
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considers that estimating how the Australian Government, the Commonwealth 
Treasury or the ATO might respond to such schemes and the impact on the payout 
ratio would be a highly complex and costly process, without significant additional 
benefit. Therefore, the AER does not consider it appropriate to adjust the payout ratio 
to take into account potential distribution schemes and the Australian Governments 
potential response to such schemes. 

The AER notes that the report by Gilbert and Tobin incorrectly applies the issue of 
wastage of imputation credits to the estimation of the payout ratio. It notes the 
Explanatory Memorandum to the New Business Tax System (Imputation) Act 2002, 
which states:758 

A consequence of generally spreading imputation benefits evenly across 
members is that members who cannot use, or cannot fully use, imputation 
benefits will nevertheless receive franked distributions. This results in the 
‘wastage’ of those benefits, which is a design feature of the imputation 
system. 

This apparent design feature noted in the Explanatory Memorandum relates to 
wastage through the presence of classes of foreign shareholders who cannot redeem 
imputation credits and therefore relates to the estimation of the utilisation rate. This 
apparent design feature noted in the explanatory memorandum does not assume a 
reduced payout ratio. 

The AER considers that gamma should be estimated on a market wide basis and 
company specific considerations, such as shareholder preferences and share 
distribution policies, should not be taken into account in determining a value for the 
payout ratio as an input to gamma. 

The AER noted in the WACC review that companies may be able to distribute 
retained imputation credits is through the use of a dividend reinvestment 
plan.759Distributing retained imputation credits in this way would both increase equity 
and release retained imputation credits to shareholders. This would avoid any adverse 
effects on a company’s capital structure, which may hinder a company’s ability to 
raise capital. 

Reduction in the value of retained imputation credits 
The report prepared by Emeritus Professor Officer, which is submitted by Jemena 
states: 

 if imputation credits are not redeemed at the time they are created, the 
‘time value’ of the cash redemption they represent is reduced and the Officer 
WACC framework did not address this issue, as the framework assumed 
perpetuities 

 in considering the lower time value of retained credits, these credits are tied to 
equity cash flows and therefore the appropriate discount rate is the cost of equity 

                                                 
 
758  Gilbert and Tobin, Review of WACC parameters: Gamma—ETSA price reset, 22 June 2009, p. 3. 
759  AER, Final decision: WACC review, 1 May 2009, p. 418. 
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 the Officer WACC framework does not address the issue of a variable distribution 
and is consistent with an immediate or full payout of earnings or a delayed 
payment. 760 

The lower time value of retained imputation credits was addressed in the WACC 
review. Based on a reasonable set of assumptions, the AER estimated the payout ratio 
to be 91 to 98 per cent after taking into account the potential lower time value of 
retained imputation credits.761 The AER also noted earlier advice from Associate 
Professor Handley that the additional analysis required to take into account the time 
value loss of retained imputation credits is costly. It involves the estimation of three 
additional parameters and the AER does not consider that the additional benefits of 
taking into account time value loss will outweigh the extra cost of undertaking such 
analysis.762  

In recent advice provided to the AER in relation to the value of retained imputation 
credits, Associate Professor Handley noted that in order to analyse highly complex 
issues, sometimes simplifying assumptions are used in theoretical models to gain a 
better understanding of the workings of financial markets.763 Therefore the AER 
considers it appropriate to adopt a 100 per cent payout ratio, consistent with the 
Officer WACC framework. 

The utilisation rate 

Use of taxation statistics to infer theta 
Jemena proposes a gamma value of 0.2 based on a range of 0 to 0.23.764 Jemena relies 
on a recent report by Synergies to set the upper end of this range. Jemena submits that 
the report prepared by Synergies estimates gamma to be 0.23 based on a value for 
theta of 0.35 and a payout ratio of 66 per cent using taxation statistics from the ATO 
for the period 2003 to 2007.765 

The report prepared by Synergies was reviewed by the AER in the Queensland draft 
decision, in which the AER noted significant issues with the approach taken by 
Synergies to estimating theta.766 In particular, the AER noted that the figures 
Synergies obtained from taxation statistics do not take into account potential double 
counting of franked dividends, which arises due to complex corporate structures 
where dividends are paid through multiple entities.767 The report prepared by 

                                                 
 
760  Officer R., Estimating the distribution rate of imputation tax credits: Questions raised by ETSA’s advisers, 

Report prepared for ETSA Utilities, 23 June 2009, pp. 2, 5–6. 
761  AER, Final decision: WACC review, pp. 414–420. 
762  AER, Final decision: WACC review, pp. 414–415. 
763  AER, Draft decision: South Australian electricity distribution determination, 25 November 2009, pp. 255–

256, 260. 
764  Jemena, Access arrangement information, August 2005, p. 151. 
765  Jemena, Access arrangement information, August 2005, p. 150.  
766  AER, Draft decision: Queensland electricity distribution determination, 25 November 2009, pp. 208, 211. 
767  AER, Draft decision: Queensland electricity distribution determination, 25 November 2009, p. 211. 
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Synergies also excludes non-residents from its analysis. However, some non-residents 
can claim credits due to inter-country arrangements.768 

Due to these issues, the AER does not consider that the report prepared by Synergies 
provides a reliable estimate of theta based on taxation statistics. The AER considers 
that the 2008 Handley and Maheswaran study used in the WACC Review provides 
more relevant and reliable estimates of theta from taxation statistics in the post-July 
2000 period.769 The AER considers that 0.74 is a reasonable estimate of theta from 
taxation statistics as derived from the mid-point of the range 0.67 to 0.81 estimated in 
the 2008 Handley and Maheswaran study.770  

Use of dividend drop-off studies to estimate theta 
Jemena submits that dividend drop-off studies provide the most reliable and accurate 
method for estimating theta. Jemena submits that the February 2009 SFG dividend 
drop-off study, considered in the WACC review, estimates the value of theta to be 
between 0.2 and 0.35. Jemena submits that the February 2009 SFG study771 is more 
comprehensive than the 2006 Beggs and Skeels study that the AER used to estimate 
gamma in the WACC review because it uses a much larger cross-section of 
businesses and a longer, more recent data period.772 

Jemena notes that in the WACC review, after correcting for perceived deficiencies in 
the February 2009 SFG study, the AER found that the February 2009 SFG study 
suggests a theta of between 0.23 and 0.47.773 The AER notes that, amongst other 
concerns regarding the February 2009 SFG study, this range was considered to be 
highly variable and for this reason the AER placed limited weight on the February 
2009 SFG study in the WACC review.774 

In the WACC review, the AER considered that a reasonable and reliable estimate of 
theta inferred from market prices is 0.57 based on a 2006 dividend drop-off study by 
Beggs and Skeels.775 The AER noted that: 

 dividend drop-off studies are likely to suffer from multi-collinearity, which makes 
it difficult to separate the value investors place on cash dividends and the value 
investors place on imputation credits776 

                                                 
 
768  AER, Draft decision: Queensland electricity distribution determination, 25 November 2009, p. 211. 
769  AER, Final decision: WACC review, 1 May 2009, pp. 448. 
770  AER, Final decision: WACC review, 1 May 2009, p. 455. 
771  The SFG dividend drop-off study was first completed in 2008 for the JIA as part of its submission to the 

WACC review. The study was updated in February 2009 following the AER’s explanatory statement on 
the WACC review. The SFG study was updated again in May 2009, following the AER’s final decision on 
the WACC review. The results of the May 2009 SFG study are presented in Skeels C., A review of the SFG 
dividend drop-off study, 28 August 2009. 

772  Jemena, Access arrangement information, August 2009, p. 150. 
773  Jemena, Access arrangement information, August 2009, p. 150. 
774  AER, Final decision: WACC review, 1 May 2009, p. 441. 
775  AER, Final decision: WACC review, 1 May 2009, p. 466. 
776  AER, Final decision: WACC review, 1 May 2009, p. 437. 



 

 155

 there are concerns about the reliability of the February 2009 SFG dividend drop-
off study.777 

Jemena submits a report by Associate Professor Skeels that reviews the SFG study 
(Skeels report on the SFG studies), in support of its proposed gamma value of 0.2.778 
The Skeels report on the SFG studies compares the original 2008 SFG study and the 
updated 2009 SFG study (together the SFG studies), with the 2006 Beggs and Skeels 
study, examines the findings of the WACC review in relation to the February 2009 
SFG study, and provides further information and updated estimates from the May 
2009 SFG study. The Skeels report on the SFG study concludes that the May 2009 
SFG study, which estimates a theta of 0.23 is an empirically valid dividend drop-off 
study that represents the most accurate estimate of theta currently available.779 

Comparison between the 2006 Beggs and Skeels study, and the SFG studies 
The Skeels report on the SFG studies notes: 

 theta estimates of 0.52 in the 2008 SFG study and 0.57 in the 2006 Beggs and 
Skeels study for the period 1 July 2000 to 10 May 2004 are very similar. The 
small differences may be due to a scaling factor used by Beggs and Skeels but not 
by SFG780 

 the 2008 SFG study uses a larger sample (additional data from 10 May 2004 to 
30 September 2006), which would be expected to better reflect true population 
values781 

 estimates from the two studies between 1 July 1999 to 30 June 2000 are notably 
different and this difference is unlikely to be explained by the scaling factor. 
However, this sub-sample is relatively small in size 782 

 the 2006 Beggs and Skeels study employed filters that excluded observations 
based on shortcomings in the data or where the observations were unreliable on 
economic grounds. The Skeels report on the SFG study could not definitively state 
that the larger sample size in the May 2009 SFG study is due to the inclusion of 
more information or more unreliable observations compared to the 2006 Beggs 
and Skeels study 783 

 the February 2009 SFG study states that the 2006 Beggs and Skeels study’s results 
are driven by outliers or influential observations. However, this cannot be known 
as SFG does not know whether or not the influential observations excluded from 

                                                 
 
777  AER, Final decision: WACC review, 1 May 2009, pp. 438–441, 466. 
778  Jemena, Submission to the AER consultation on JGN’s access arrangement, 10 November 2009, p. 3. 
779  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp. 3–5. 
780  The 2006 Beggs and Skeels study scaled ex-dividend share prices by one plus the return on the All 

Ordinaries Index to take account of the overall movement in the share market. 
781  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp. 8, 10–11, 13. 
782  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp. 8, 10–11, 13. 
783  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp. 8, 10–11, 13. 
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the 2008 SFG study were part of the data used in the 2006 Beggs and Skeels 
study.784 

The AER notes that the Skeels report on the SFG studies states that the estimated 
theta of 0.52 from the 2008 SFG study is similar to the 0.57 estimate from the 2006 
Beggs and Skeels study and the minor difference in the estimates may be due to 
scaling. However, the Skeels report on the SFG studies does not highlight the large 
differences between the standard errors using the same sampling period. For example, 
the standard error of the 2006 Beggs and Skeels study for the 1 July 2000 to 10 May 
2004 subsample is 0.12 compared to 0.54 in the 2008 SFG study (the standard error of 
the 2008 SFG study is approximately 4.5 times larger). This suggests that the 
estimates in the 2008 SFG study do not have the same statistical confidence as the 
2006 Beggs and Skeels study. 

The AER also notes that the 0.52 theta estimate from the 2008 SFG study is from the 
unfiltered sample. SFG’s preferred theta estimate from the 2008 SFG study (that 
excludes observations on the basis of Cook’s D statistic) is 0.19 with an associated 
standard error of 0.136. This estimate is markedly different from the 0.57 theta 
estimate from the 2006 Beggs and Skeels study.785 

The Skeels report on the SFG studies suggests that using more data observations is 
generally likely to result in estimates which better reflect the true population. 
However, the 2008 SFG study, which uses more observations than the 2006 Beggs 
and Skeels study, does not employ the same filtering techniques or data source as 
used in the 2006 Beggs and Skeels study, making it difficult to assess the reliability of 
the data used in each of the studies. Therefore, the AER can only make general 
observations about the estimation results, such as differences between the standard 
errors. As noted above, the 2008 SFG study produces results with either high standard 
errors or significantly different results to the 2006 Beggs and Skeels study. 

Examination of the AER’s findings 
The Skeels report on the SFG studies examines the findings of the WACC review and 
states that:  

 as stated by the AER, theta estimates are highly sensitive to the sample selected  

 as concluded by the AER, the 2008 SFG study did not account for the noise in the 
data set by adjusting the daily observed ex-dividend share price for the aggregate 
movement in the market786 but the impact (from not scaling) is likely to be 
immaterial 

 multi-collinearity was not a problem in the 2008 SFG because the estimated co-
efficient for the cash dividend is statistically different from zero 

                                                 
 
784  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp. 8, 10–11, 13. 
785  This preferred estimate of theta uses Cook’s D statistic to exclude one per cent of influential observations. 
786  This is required to separate the movement in the stock price on the ex dividend date from the general 

movement in the market. 
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 larger sample sizes are more likely to accurately reflect the population even if the 
sample has a higher standard deviations then so be it 

 the differences in filtering and exclusion techniques between the SFG study and 
the 2006 Beggs and Skeels study are likely to be immaterial 

 the filtering and sample selection issues in the SFG study are potentially 
important, even though the AER has not considered these issues.787 

The AER has examined the estimation outputs provided in the Skeels report on the 
SFG studies, which compares theta estimates from the 2006 Beggs and Skeels study, 
the 2008 SFG study and the May 2009 SFG study as shown in Table 6.2. 

Table 6.2: Comparison of dividend drop-off samples from Skeels report on SFG 
studies 

Estimation 
period 

Beggs and Skeels (2006) 2008 SFG study May 2009 SFG study 
(excluding 20 contaminated 
points) 

 Cash Franking No. Cash Franking No. Cash Franking No. 

1 July 2000 to 0.800 0.572 1310 0.895 0.526 1389 1.015 0.129 1386 

10 May 2004 (0.052) (0.121)  (0.227) (0.541)  (0.038) (0.106)  

Source: Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, 
pp. 10, 35. 

The AER notes that in the May 2009 SFG study, the standard error for the estimated 
coefficient of cash dividends has fallen from 0.227 to 0.038 and the standard error for 
the estimated coefficient of franking credits has fallen from 0.541 to 0.106 compared 
to the 2008 SFG study. However, the estimated coefficients have changed 
substantially with a dollar of cash dividends being valued at greater than a dollar and 
the value of franking credits decreasing from 0.526 to 0.129. 

The AER notes that results where the coefficient of cash dividends exceeds one dollar 
are economically implausible and therefore cannot be relied upon.788 Furthermore, it 
is questionable that the SFG studies have a similar sample size to the 2006 Beggs and 
Skeels study but produce significantly different results (either by having high standard 
errors or completely different coefficients). 

The AER also compares the estimates using the preferred approach of 2006 Beggs 
and Skeels study and the SFG studies at each point in time and notes significantly 
different results as shown in Table 6.3. 

                                                 
 
787  Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, pp.  15–17, 19 and 22–24. 
788  This is because one dollar of cash dividends cannot be more valuable than one dollar at the time the cash 

dividend is valued. 
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Table 6.3: Comparison of dividend drop-off sub-samples using preferred 
approaches 

Estimation 
period 

Beggs and Skeels (2006) 2008 SFG study May 2009 SFG study 
(excluding 20 contaminated 
points) 

 Cash Franking No. Cash Franking No. Cash Franking No. 

1 July 2000 to 0.800 0.572 1310 0.945 0.190 1378 1.015 0.129 1386 

10 May 2004 (0.052) (0.121)  (0.059) (0.136)  (0.038) (0.106)  

Source: Skeels C., A review of the SFG dividend drop-off study, 28 August 2009, 
pp. 10, 35. 

The AER examines the data and statistical program codes underlying the May 2009 
SFG study, and considers: 

 SFG has not conducted any tests to examine the extent of multi-collinearity. This 
is particularly important as the variability in the estimation results between the 
2008 SFG study and the May 2009 SFG study may be due to the presence of 
multi-collinearity. The AER has also previously noted that dividend drop-off 
studies are likely to be affected by multi-collinearity, given the high correlation 
between cash dividends and the associated franking credits789 

 concerns about the amount of filtering applied to the data used in the SFG studies. 
The AER considers that the 2006 Beggs and Skeels study uses a more rigorous 
approach to filtering outlier observations. 

The AER notes that the May 2009 SFG study results reported in the Skeels report on 
the SFG studies aim to address a number of the AER’s concerns identified in the 
WACC review, but does not address all of the AER’s concerns. In particular, the May 
2009 SFG study produces the outcome that each dollar of cash dividend is valued at 
greater than one dollar to a shareholder. The AER also has significant concerns 
regarding the rigour of the filtering technique used in the May 2009 SFG study. The 
AER maintains its conclusion that the 0.57 estimate of theta from the 2006 Beggs and 
Skeels study is the most reliable estimate of theta inferred from market prices. 

Reasonable ranges and estimates of gamma 

In the WACC review, the AER concluded that a reasonable range for theta estimated 
from taxation statistics based on the 2008 Handley and Maheswaran study is 0.67 to 
0.81 for the post-2000 period.790 The AER selected the mid-point of this range to 
determine a point estimate for theta of 0.74 and referred to this estimate as an ‘upper 
bound’ of reasonable estimates.791 The AER also concluded that a reasonable and 
reliable estimate of theta inferred from market prices is 0.57 from the published 2006 

                                                 
 
789  AER, Final decision: WACC review, 1 May 2009, p. 437. 
790  AER, Final decision: WACC review, 1 May 2009, p. 456. 
791  AER, Final decision: WACC review, 1 May 2009, p. 466–467. 
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Beggs and Skeels dividend drop-off study.792 The AER referred to this point estimate 
as a ‘lower bound’ of reasonable estimates.793 

The AER took an average of these point estimates for theta and adopted a payout ratio 
of 100 per cent, which resulted in a gamma estimate of 0.65 (rounding to the nearest 
0.05).794 

Jemena submits a report from Skeels on the estimation of gamma (Skeels report on 
the estimation of gamma) to support its proposed value for gamma of 0.2. The Skeels 
report on the estimation of gamma outlines that: 

 it is not reasonable to treat the 2006 Beggs and Skeels estimate as a lower bound 
on gamma 

 there is no justification for the AER’s proposed gamma of 0.65 obtained by 
averaging the 2006 Beggs and Skeels and the 2008 Handley and Maheswaran 
estimates (as the AER ignores the uncertainty inherent in the estimates) 

 the AER’s proposed estimation of gamma is upwardly biased.795 

The AER acknowledges the use of terminology in the WACC review labelling the 
2006 Beggs and Skeels study’s estimate as a ‘lower bound’ may be inappropriate and 
was not intended to carry meaning in the statistical sense (for example, establishing a 
confidence interval). However, the AER does not consider that it is appropriate to use 
a gamma point estimate of 0.2 based on the Synergies report’s theta estimate of 0.35 
and payout ratio estimate of 66 per cent, as proposed by Jemena.796 In particular the 
AER has concerns about the reliability of the Synergies report as discussed above. 

With respect to the Skeels report on the estimation of gamma, which made claims 
about bias, the AER notes that the Skeels report on the estimation of gamma 
conducted statistical tests on a value (0.74), which was selected as mid-point of 
estimates from the taxation statistics study (0.67 to 0.81). It appears that the Skeels 
report on the estimation of gamma uses the average utilisation rate from each year of 
the sample period reported in the 2008 Handley and Maheswaran study. It also 
appears to limit its analysis to the data reported for funds, rather than the whole 
sample that includes individuals and non-residents.797 The AER also notes that the 
Skeels report on the estimation of gamma appears to apply standard deviations to 
calculate the confidence intervals of the sample mean. However, the appropriate 
measure to determine a confidence interval for a sample mean is the standard error 
(which is the standard deviation divided by the square root of the sample size), not the 
standard deviation. Therefore, the AER considers the confidence intervals used in the 

                                                 
 
792  AER, Final decision: WACC review, 1 May 2009, pp. 445–446. 
793  AER, Final decision: WACC review, 1 May 2009, p. 467. 
794  AER, Final decision: WACC review, 1 May 2009, p. 468. 
795  Skeels C., Estimation of gamma, 18 June 2009, p. 2. 
796  Jemena, Access arrangement information, August 2009, p. 151. 
797  Handley and Maheswaran, ‘A measure of the efficacy of the Australian Imputation System’, 

The Economic Record, vol. 84, no. 264, March 2008, p. 90. 
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Skeels report are incorrect and cannot be relied on to determine whether the 0.65 
gamma estimate from the WACC review is upwardly biased. 

The AER notes that the WACC review adopted an approach that used several point 
estimates, which recognises limitations of the underlying methodology of each 
approach. The AER considers that the point estimates and means from taxation 
statistics and dividend drop-off studies are likely to have the highest probability of 
reflecting the actual population values. The 0.65 gamma estimate from the WACC 
review gives equal weight to the most reliable estimates from dividend drop-off 
studies and taxation statistics currently available. On this basis, the AER considers 
that the best estimate of gamma arrived at on a reasonable basis in the circumstances 
is 0.65.798 

6.5.5 Summary 
For the reasons outlined above, the AER considers that the post–taxation approach is 
preferable to Jemena's proposed pre–taxation framework to account for taxation.799 
The post–taxation approach is consistent with r. 76(c) of the NGR. Further, the AER 
considers that the opening taxation asset base estimate has not been made consistently 
with assumptions about the effective taxation rate in earlier access arrangement 
periods.  

The AER considers that as part of the post–taxation framework, Jemena should 
incorporate a value for gamma in calculating a taxation building block. The AER 
considers that the best estimate of gamma arrived at on a reasonable basis is 0.65.800 
This is consistent with the estimate of gamma determined in the WACC review and 
the recent Queensland draft decision and the recent South Australian draft decision. 
The AER also considers that this estimate is supported by the most recent available 
and reliable empirical evidence and provides a rate of return that is commensurate 
with prevailing conditions in the market for funds and the risks involved in providing 
reference services.801 

6.6 Conclusion 
The AER does not propose to approve the approach to establishing a taxation 
allowance and opening taxation asset base proposed by Jemena as they do not comply 
with r. 89(1)(d) of the NGR. The AER requires Jemena to make the amendments set 
out below. 

The AER does not propose to approve the gamma proposed by Jemena as it does not 
comply with r. 87(1) of the NGR. The AER requires Jemena to make the amendments 
set out below.  

                                                 
 
798  NGR, r. 74 (2). 
799  NGR, r. 40(3). 
800  NGR, r. 74. 
801  NGR, r. 87. 
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6.7 Amendments required to the access arrangement 
proposal  

Before the proposed access arrangement can be approved, Jemena must make the 
following amendments: 

Amendment 6.1: amend the access arrangement information to delete the third, 
fourth and fifth paragraphs from section 9.4 and replace them with the following: 

JGN determines its building block revenue requirement using a post–taxation 
approach. It is therefore necessary to itemise "the estimated cost of corporate 
income taxation for [each] year" as a separate revenue building block 
consistent with rule 76(c). 

Amendment 6.2: amend section 9.4 in the access arrangement information to include 
a discussion of the estimation of the taxation building block, i.e. using a post–taxation 
framework, including a reference to appendix 9.3 of the access arrangement 
information. 

Amendment 6.3: amend the access arrangement information to delete section 9.6.1 
and replace it with the following: 
 
JGN proposes using a nominal vanilla WACC as follows: 
 

V
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V
DR n

e
n
d ×+×=WACC

 

where: 

n
dR  is the nominal return on debt 

n
eR  is the nominal return on equity 

D is total debt 

E is total equity 

V  is (D + E), i.e. total debt plus total equity. 

Amendment 6.4: amend the access arrangement information to delete section 9.7.8. 

Amendment 6.5: amend the access arrangement information to change the title of 
appendix 9.3 to "Taxation asset base". 

Amendment 6.6: amend the access arrangement information to delete section 1 and 
the introduction to section 2 in appendix 9.3. 

Amendment 6.7: amend the access arrangement information to delete the third dot 
point in section 2.2 in appendix 9.3 and replace it with the following: 

to determine the taxation written down value of each asset and hence the 
opening TAB for the regulatory capital base assets as at 1 July 1999. Where 
the taxation regime offered the option of prime cost (historic cost straight 
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line) or diminishing value depreciation, JGN has used the prime cost method. 
The prime cost method was used to ensure consistency with approaches to 
taxation in past access arrangement periods. 

Amendment 6.8: amend the access arrangement information to delete Table 2-1 in 
appendix 9.3 and replace it with the following, after calculating the initial taxation life 
and remaining taxation life: 

 

 

Table 2-1: JGN's opening TAB as at 1 July 1999 ($nominal) 

Asset Class Initial cost Initial 
taxation life 
(years) 

Remaining 
taxation life 
(years) 

Cumulative 
taxation 
depreciation 
to 1 July 
1999 

TAB 30 
June 1999 

Trunk Wilton–
Sydney 

65.5   65.3 0.2 

Trunk Sydney–
Newcastle 

84.0   77.3 6.7 

Trunk Wilton–
Wollongong 

13.2   13.2 0.0 

Contract meters 9.1   4.5 4.6 

Fixed plant – 
distribution 

23.0   20.0 3.0 

High pressure mains 239.4   201.6 37.8 

High pressure 
services  

3.7   2.7 1.0 

Medium pressure 
mains 

1143.8   739.0 404.8 

Medium pressure 
services 

348.0   199.8 148.3 

Meter reading devices 1.1   0.5 0.6 

Country POTS 4.2   2.5 1.8 

Tariff meters 115.2   60.7 54.5 

Building 4.1   0.5 3.7 

Computers 16.5   4.3 12.2 

Software 28.9   20.1 8.7 
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Fixed plant 19.9   13.2 6.7 

Furniture 7.1   5.0 2.1 

Land 4.8   0.0 4.8 

Leasehold 
improvements 

5.6   0.1 5.5 

Low value assets 0.0   0.0 0.0 

Mobile plant 5.5   3.5 2.0 

Vehicles 15.0   9.2 5.8 

Current building 1.0   0.5 0.5 

Current land 1.7   0.0 1.7 

Total 2160.3   1443.4 716.9 

 

Amendment 6.9: amend the access arrangement information to delete Table 2-2 in 
appendix 9.3 and replace it with the following: 

Table 2-2: TAB roll forward from 1999–2010 ($nominal) 

Asset Class TAB 1 July 
1999 

Depreciation Net 
Expenditure 

TAB 30 June 
2010 

Trunk Wilton–Sydney 0.2 0.2 0.1  0.1 

Trunk Sydney–Newcastle 6.7 6.7 0.3  0.3 

Trunk Wilton–
Wollongong 

0.0 0.0 0.0  0.0 

Contract meters 4.6 7.2 7.2  4.6 

Fixed plant – distribution 3.0 6.8 19.2  15.5 

High pressure mains 37.8 44.5 32.3  25.5 

High pressure services  1.0 1.1 0.3  0.2 

Medium pressure mains 404.8 439.5 105.1  70.4 

Medium pressure services 148.3 203.2 167.1  112.2 

Meter reading devices 0.6 1.8 3.4  2.2 

Country POTS 1.8 2.0 2.6  2.4 

Tariff meters 54.5 89.3 118.3  83.6 

Building 4.2 1.2 –0.4  2.5 
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Computers 12.2 13.5 1.4  0.0 

Software 8.7 15.9 13.4  6.2 

Fixed plant 6.7 10.2 5.0  1.5 

Furniture 2.1 2.3 0.1  0.0 

Land 6.4 0.0 -1.9  4.6 

Leasehold improvements 5.5 1.9 1.3  5.0 

Low value assets 0.0 0.1 0.1  0.0 

Mobile plant 2.0 2.5 1.0  0.5 

Vehicles 5.8 20.8 16.5  1.5 

Total 716.9 870.6 492.5  338.7 

 

Amendment 6.10: amend the access arrangement information to delete Table 2-3 in 
appendix 9.3 and replace it with the following: 

Table 2-3: TAB roll forward from 2011–15 ($nominal) 

Asset Class TAB 1 July 
2010 

Depreciation Net 
Expenditure 

TAB 30 June 
2015 

Trunk Wilton–Sydney 0.1 0.5 2.6 2.2 

Trunk Sydney–Newcastle 0.3 0.6 2.7 2.4 

Trunk Wilton–
Wollongong 

0.0 0.0 0.0 0.0 

Contract meters 4.6 2.0 0.8 3.3 

Fixed plant – distribution 15.5 8.8 12.7 19.4 

High pressure mains 25.5 15.7 21.9 31.8 

High pressure services  0.2 0.2 0.6 0.6 

Medium pressure mains 70.4 46.5 97.1 121.0 

Medium pressure services 112.2 81.3 192.9 223.8 

Meter reading devices 2.2 1.1 1.4 2.4 

Country POTS 2.4 2.0 6.0 6.4 

Tariff meters 83.6 61.9 160.2 181.9 

Building 2.5 0.3 0.0 2.2 
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Computers 0.0 0.0 0.0 0.0 

Software 6.2 27.3 89.9 68.8 

Fixed plant 1.5 1.8 1.9 1.7 

Furniture 0.0 0.0 0.0 0.0 

Land 4.6 0.0 0.0 4.6 

Leasehold improvements 5.0 0.6 0.0 4.4 

Low value assets 0.0 0.0 0.0 0.0 

Mobile plant 0.5 0.5 0.6 0.6 

Vehicles 1.5 3.4 8.7 6.8 

Total 338.7 254.4 600.1 684.5 

 

Amendment 6.11: amend the access arrangement information to delete Table 2-4 in 
appendix 9.3 and replace it with the following: 

Table 2-4: Roll forward of TAB from 2011-15 ($nominal) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Opening balance 338.7 402.9 468.8 535.5 610.2 

Add net capital 
expenditure 109.0 116.1 118.7 128.1 128.2 

Less depreciation 44.9 50.1 52.0 53.4 54.0 

Closing balance 402.9 468.8 535.5 610.2 684.5 

 

Amendment 6.12: amend the access arrangement information to delete all references 
to a gamma value of 0.2 and replace them with 0.65. 

Amendment 6.13: make all consequential amendments necessary to take account of 
and reflect amendments 6.1 to 6.12 including updating modelling inputs and 
calculations. 
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7 Incentive mechanism 
7.1 Introduction 
This chapter sets out Jemena’s proposed incentive mechanism and the AER’s analysis 
and consideration of the mechanism.  

7.2 Regulatory requirements 
Rule 72(1)(i) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must, if an incentive mechanism operated for the 
previous access arrangement period, include the proposed carry over of increments for 
efficiency gains or decrements for efficiency losses in the previous access 
arrangement period and a demonstration of how allowance is to be made for any such 
increments or decrements. Rule 72(1)(l) of the NGR provides that the access 
arrangement information for a full access arrangement proposal must include the 
service provider’s rationale for any proposed incentive mechanism. 

Rule 98(1) of the NGR provides that a full access arrangement may include (and the 
AER may require it to include) one or more incentive mechanisms to encourage 
efficiency in the provision of services by the service provider. Rule 98(2) of the NGR 
provides that an incentive mechanism may provide for carrying over increments for 
efficiency gains and decrements for losses of efficiency from one access arrangement 
period to the next. Rule 98(3) of the NGR provides that an incentive mechanism must 
be consistent with the revenue and pricing principles. 

7.3 Jemena’s proposal 
Jemena proposes a ‘market expansion’ incentive mechanism for the access 
arrangement period.802 Jemena submits that capital investment for network expansion 
into unreticulated areas is added to a speculative investment fund and, if it is assessed 
by the AER to be conforming, not rolled into the capital base until five years after the 
commencement of the specific reticulation project. Jemena submits that this 
mechanism creates an incentive to expand the network into unreticulated areas. 
Jemena proposes that such network expansion contributes to lower average prices for 
all customers in the long run.803 

7.4 Submissions 
The Energy User’s Association of Australia (EUAA) submits it would support 
Jemena’s proposed new incentive mechanism if it results in more efficient investment 
in the network and is consistent with cost reflective tariff pricing principles. The 
EUAA also outlines the pre-existing incentives to minimise expenditure and 
maximise demand that exist under the NGR. The EUAA further outlines the incentive 
to overstate capital expenditure forecasts.804 

                                                 
 
802  Jemena, Access arrangement information, August 2009, pp. 161–163. 
803  Jemena, Access arrangement information, August 2009, pp. 161–163. 
804  EUAA, Submission to the AER on Jemena Gas Networks’ Access Arrangement proposal 2010/11–

2014/15, 10 November 2009, p. 16. 
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The Energy Markets Reform Forum (EMRF) submits it supports the introduction of 
customer related service performance targets that relate to events such as 
responsiveness to customer needs, scheduled outages and wrongful disconnections.805  

7.5 AER’s analysis and considerations 
The AER considers that increasing the number of potential gas customers by 
expanding the network into previously unreticulated areas may lead to an overall 
decrease in costs for all users, but this may only benefit some users. However, the 
AER considers that the proposed incentive mechanism does not comply with r. 84(3) 
or r. 98(1) of the NGR. 

Rule 84(3) of the NGR sets out that certain amounts in the speculative capital 
expenditure account are to be rolled into the capital base as at the commencement of 
the next access arrangement period. In contrast, Jemena’s proposed incentive 
mechanism requires certain amounts of the speculative capital expenditure to be 
rolled into the capital base five years after the commencement of the specific 
reticulation project806 and not at the commencement of the next access arrangement 
period which is inconsistent with r. 84(3) of the NGR.  

Further, r. 84(1) of the NGR requires capital expenditure to be rolled into the 
speculative capital expenditure account, to the extent that it is not recovered as a 
surcharge passed through to users or a capital contribution. As Jemena is proposing to 
charge an amount for the services provided into previously unreticulated areas, the 
AER is concerned that the proposal does not make it clear what the nature of these 
charges are and how they will be characterised. If these charges are akin to surcharges 
or capital contributions, these amounts cannot be added to the speculative capital 
expenditure account as this is inconsistent with r. 84(1) of the NGR.807 

The AER also considers that Jemena’s proposed incentive mechanism is not an 
incentive mechanism for the purpose of r. 98 of the NGR. This is because r. 98(1) of 
the NGR requires that an incentive mechanism should encourage efficiency in the 
provision of services. Jemena's proposed incentive mechanism is designed to provide 
a greater incentive for capital expenditure but not to encourage efficiency in the 
provision of services as is required by r. 98(1) of the NGR. 

The AER further notes that the NGR provides a number of means for Jemena to 
recover the costs of expanding its network into unreticulated areas. The AER 
considers that the weighted average cost of capital (WACC) provides a return 
commensurate with prevailing market conditions and the risks involved in providing 
reference services and so should adequately compensate the service provider for such 
reticulation projects.808 The NGR also provides other methods to recover the costs of 
such projects including capital contributions and surcharges.809 Finally, the NGR 

                                                 
 
805  EMRF, NSW gas distribution revenue reset Jemena application a response by the Energy Markets Reform 

Forum, November 2009, p. 47. 
806  Jemena, Access arrangement information, August 2009, pp. 161–163. 
807  NGR, r. 84(1). 
808  NGR, r. 87. 
809  NGR, r. 82, NGR, r. 83. 
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provides methods to manage the return on specific capital expenditure programs 
through the depreciation schedule and the division of customers into tariff classes.810 

In regard to EMRF’s submission, for the AER to consider a mechanism such as that 
supported by EMRF the mechanism would need to first be proposed by Jemena and 
second meet the requirements set out in r. 98 of the NGR. It is also important to note 
that, in contrast to the National Electricity Rules (NER), the NGR does not 
specifically outline a mechanism such as the service target performance incentive 
scheme which is supported by EMRF.811  

7.6 Conclusion 
The AER does not propose to approve the incentive mechanism proposed by Jemena 
as it does not comply with r. 84(3) or r. 98(1) of the NGR and requires Jemena to 
make the amendments set out below.  

7.7 Amendments required to the access arrangement 
proposal  

Before the proposed access arrangement can be approved, Jemena must make the 
following amendments: 

Amendment 7.1: amend the access arrangement proposal to delete section 4.2 titled 
‘Expansion incentive mechanism.’ 

Amendment 7.2: amend the access arrangement information to: 

 delete the fourth bullet point in the introduction to chapter 11 

 delete the second paragraph in section 11.1 

 delete section 11.4 

 delete and replace the term ‘Section 11.4’ with ‘N/A’ in Table 11-1. 

 

                                                 
 
810  NGR, r. 89, NGR, r. 94. 
811  NER, clause 6.6.2. 
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8 Fixed principles 
8.1 Introduction 
This chapter sets out Jemena’s proposal and the AER’s analysis and consideration of 
Jemena’s proposed fixed principles. A fixed principle sets out aspects of the access 
arrangement which do not change for a stated period of time. A fixed principle can 
extend over two or more access arrangement periods. Fixed principles approved by 
the AER are binding on the AER and the service provider for the period for which the 
principles are fixed. 

8.2 Regulatory requirements 
Rule 99 of the NGR provides that: 

 a full access arrangement may include a principle declared to be fixed for a stated 
period812 

 a principle may be fixed for a period extending over two or more access 
arrangement periods813 

 a fixed principle approved before the commencement of the NGR, or approved by 
the AER under the NGR, is binding on the AER and the service provider for the 
period for which the principle is fixed814 

 the AER may vary or revoke a fixed principle at any time with the service 
provider’s consent. If a rule of the NGR is inconsistent with a fixed principle, the 
rule operates to the exclusion of the fixed principle.815 

8.3 Jemena’s proposal 
Relying on rule 99 of the NGR, Jemena proposes to include three fixed principles for 
the access arrangement period and the next access arrangement period.  

Jemena did not have any fixed principles for the earlier access arrangement period. 

Jemena proposes the following fixed principles in the access arrangement proposal: 

 the AER must notify Jemena no later than 18 months prior to the revision 
commencement date if it intends to revoke the direction requiring the 
consolidation of the access arrangements for its four covered pipelines. Jemena 
proposes that this fixed principle applies for the access arrangement period816 

                                                 
 
812  NGR, r. 99(1). 
813  NGR, r. 99(2). 
814  NGR, r. 99(3). 
815  NGR, r. 99(4). 
816  Jemena, Access arrangement proposal, August 2009, clause 10.1, p. 37. 
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 any adjustments in the final year of the access arrangement period arising from the 
proposed annual tariff adjustment mechanism incorporating the annual weather 
variation adjustment, the annual unaccounted for gas (UAG) adjustment, the 
licence fee event adjustment and the other events adjustment, apply when 
calculating the initial network tariffs for the next access arrangement period. 
Jemena proposes that this fixed principle apply for the access arrangement period 
and the next access arrangement period817 

 the expansion incentive mechanism outlined in clause 4.2 of the access 
arrangement proposal will apply for the access arrangement period and the next 
access arrangement period.818 

8.4 AER’s analysis and considerations 
The AER accepts Jemena’s proposed fixed principle requiring the AER to provide 
18 months’ notice to Jemena before revoking the direction under r. 53 of the NGR, 
which requires Jemena to consolidate its access arrangements for its four covered 
pipelines. 

As discussed in chapter 13 of the draft decision, the AER does not approve the annual 
weather variation adjustment, the annual UAG adjustment, the licence fee event 
adjustment and the other events adjustment as annual tariff adjustments. The AER 
requires Jemena to delete these proposed annual tariff adjustments from the access 
arrangement proposal, as set out in chapter 13 of the draft decision. For the reasons 
provided at chapter 13, the AER does not approve clause 10.2 of the access 
arrangement proposal as a fixed principle for the access arrangement period and the 
next access arrangement period. 

As discussed in chapter 7 of the draft decision, the AER does not approve the 
expansion incentive mechanism proposed by Jemena in clause 4.2 of the access 
arrangement proposal. The AER requires Jemena to delete clause 4.2 from the access 
arrangement proposal as set out in chapter 7 of the draft decision. For the reasons 
provided at chapter 13, the AER does not approve clause 10.3 of the access 
arrangement proposal as a fixed principle for the access arrangement period and the 
next access arrangement period. 

8.5 Conclusion 
The AER approves clause 10.1 of the access arrangement proposal as a fixed principle 
in accordance with r. 99 of the NGR. 

The AER does not propose to approve clauses 10.2 and 10.3 of the access 
arrangement proposal as fixed principles due to the required amendments set out in 
chapter 13 and chapter 7 of the draft decision respectively, and under r. 40(3) of the 
NGR requires Jemena to make the amendments set out below. 

                                                 
 
817  Jemena, Access arrangement proposal, August 2009, clause 10.2, pp. 37–38. 
818  Jemena, Access arrangement proposal, August 2009, clause 10.3, p. 38. 
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8.6 Amendments required to the access arrangement 
proposal 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 8.1: amend the access arrangement proposal to delete clauses 10.2 and 
10.3. 
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9 Operating expenditure 
9.1 Introduction 
Operating expenditure includes the operating, maintenance and other costs as well as 
expenditure of a non-capital nature incurred in providing pipeline services. Operating 
expenditure may include expenditure incurred in increasing long-term demand for 
pipeline services and otherwise in developing the market for pipeline services.819 

This chapter sets out Jemena’s proposal, submissions and the AER’s analysis and 
considerations of Jemena’s proposed operating expenditure. 

9.2 Regulatory requirements 
Rule 72(1)(a)(ii) and 72(1)(e) of the NGR provides that the access arrangement 
information for a full access arrangement proposal must include: 

 if the access arrangement period commences at the end of an earlier access 
arrangement period, operating expenditure (by category) over the earlier access 
arrangement period 

 a forecast of operating expenditure over the access arrangement period and the 
basis of which the forecast has been derived. 

Rule 72(1)(f) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the key performance indicators (KPIs) to 
be used by the service provider to support expenditure to be incurred over the access 
arrangement period. 

Rule 91 of the NGR provides that operating expenditure must be such as would be 
incurred by a prudent service provider acting efficiently, in accordance with accepted 
good industry practice, to achieve the lowest sustainable cost of delivering pipeline 
services. 

9.3 Jemena’s proposal 

9.3.1 Earlier access arrangement period 
The AER is not required to assess whether Jemena’s operating expenditure in the 
earlier access arrangement period was prudent. An overview of actual operating 
expenditure is included as it provides context to Jemena’s forecast operating 
expenditure. 

Jemena’s total operating expenditure during the earlier access arrangement period is 
expected to be $633.7 million ($2009–10). This is $50.4 million ($2009–10) or 
7.4 per cent below the amount approved by the IPART.820 Variances between the 
IPART allowance and actual incurred costs are presented by year and category in 
Table 9.1. 
                                                 
 
819  NGR, r. 69. 
820  Jemena, Access arrangement information, August 2009, p. 45. 
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Table 9.1: Jemena's allowed and incurred operating expenditure ($m, real,  
2009–10 unless otherwise stated) 

  2005–06 2006–07 2007–08 2008–09 2009–10 

Operating and 
maintenance  Allowed 79.8 80.9 81.5 82.1 82.7 

 Incurred 85.9 87.2 85.4 77.9 79.4 

 Variance (%)  7.6 6.2 5.4 4.6 3.9 

Administration 
and overheads Allowed 21.2 21.5 21.7 21.9 22.1 

 Incurred 18.4 20.3 20.8 24.0 24.5 

 Variance (%) –13.2 –5.6 –4.1 9.6 10.9 

Marketing Allowed 19.2 19.5 19.6 19.8 20.0 

 Incurred 4.3 2.8 4.6 6.5 7.5 

 Variance (%) –77.6 –85.6 –76.5 –67.2 –62.5 

Government 
levies Allowed 3.7 3.7 3.7 3.7 3.7 

 Incurred 3.8 4.3 4.0 3.1 3.1 

 Variance (%) 2.7 16.2 8.1 –16.2 –16.2 

Unaccounted for 
gas Allowed a 10.5 10.3 10.4 10.4 10.5 

 Incurred 15.7 14.1 12.0 12.5 11.6 

 Variance (%) 49.5 36.9 15.4 20.2 10.5 

Total operating 
expenditure Allowed 134.4 135.8 136.9 137.8 138.9 

 Incurred 128.1 128.6 126.8 124.0 126.2 

 Variance (%) –4.7 –5.3 –7.4 –10.0 –9.1 

Source: Jemena, Access arrangement information, August 2009, p. 47. 
a: In addition to the IPART allowance stated, there was provision for pass through 

of UAG variations arising from both the level of gas receipts and the cost of 
gas. 

Jemena submits that it achieved operating efficiencies in each year of the earlier 
access arrangement period.821 The AER notes that Jemena significantly underspent 
the marketing allowance approved by the IPART by a total of $72.4 million ($2009–

                                                 
 
821  Jemena, Access arrangement information, August 2009, p. 47. 
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10, real) or 73.8 per cent over the earlier access arrangement period822 due to a lower 
take-up of its incentive payment program.823  

Jemena overspent the IPART approved expenditure on unaccounted for gas (UAG) by 
$13.8 million ($2009–10, real) or 26.5 per cent and operating and maintenance 
expenditure by $8.8 million ($2009–10, real) or 2.2 per cent. Jemena’s expected 
administration and overheads expenditure in the earlier access arrangement period is 
broadly in line with the IPART approved allowance.824 

9.3.2 Proposed operating expenditure 
Jemena proposes forecast operating expenditure of $735.1million ($2009–10, real).825 
In real terms, this is 16.0 per cent higher than the expected actual total operating 
expenditure for the earlier access arrangement period. The average annual real 
increase in total forecast operating expenditure is 4.7 per cent over the access 
arrangement period. 

Jemena proposes several step changes (totalling $4.1 million ($2009–10, real) in each 
year) to its forecast operating expenditure.826 These include costs associated with new 
regulatory obligations and changes in the operating environment that are outside 
Jemena’s control, such as climate change policies.827 Further, Jemena proposes to 
introduce carbon, self insurance and debt raising costs in its forecast operating 
expenditure. Jemena also proposes increases in real terms for the expenditure 
categories: 

 operating and maintenance (5.6 per cent increase) 

 administration and overheads (11.9 per cent increase) 

 marketing (59.5 per cent increase).828 

Jemena’s forecast operating expenditure for the access arrangement period is set out 
in Table 9.2. 

 

                                                 
 
822  Jemena, Access arrangement information, August 2009, p. 47. 
823  Jemena, Presentation to AER, 16 October 2009, slide 57 notes. 
824  Jemena, Access arrangement information, August 2009, p. 47. 
825  Jemena, Access arrangement information, August 2009, p. 75. 
826  Jemena, Access arrangement information, August 2009, p. 81. 
827  Jemena, Access arrangement information, August 2009, p. 78.  
828 Jemena, Access arrangement information, August 2009, pp. 84, 93. Percentage increases represent 

expenditure in the access arrangement period compared to the earlier period rather than year on year 
comparisons. 
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Table 9.2: Jemena's forecast operating expenditure ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Controllable costs       

Operating and maintenance  84.6 84.2 87.2 89.9 93.3 439.1 

Administration and 
overheads  22.6 23.2 24.1 25.1 26.0 120.8 

Marketing 8.2 8.2 8.2 8.2 8.2 41.0 

Sub total  115.4 115.6 119.5 123.1 127.5 601.0 

Non-controllable costs       

Government levies 3.1 3.1 3.1 3.1 3.1 15.7 

Unaccounted for gas 11.4 11.4 11.3 11.4 11.6 57.0 

Carbon costs  0.00 4.0 11.0 11.9 12.9 39.8 

Self insurance costs 2.5 2.5 2.5 2.5 2.5 12.3 

Debt raising costs 1.8 1.9 1.9 2.0 2.0 9.5 

Sub total 18.8 22.9 29.7 30.8 32.0 134.2 

Total operating 
expenditure 134.1 138.4 149.2 154.0 159.4 735.1 

Source: Jemena, Access arrangement information, August 2009, pp. 84, 93. 
Note: Jemena categorises its forecast operating expenditure into the major categories 

of operating and maintenance and non-operating and maintenance costs. The 
AER has classified Jemena’s forecast operating expenditure categories into 
controllable and non-controllable costs.  
The AER notes that Jemena has identified errors and omissions in its Access 
Arrangement Information and associated models that are not accounted for in 
this table. For example, Jemena, email to the AER, 14 December 2009: RE: 
AER 10 Dec 09 Questions - meeting to explain modelling; and Jemena, email to 
the AER, 18 December 2009: JGN response to AER 10 Dec 09 Questions. 

9.4 Consultant’s report  
The AER engaged Wilson Cook to review Jemena’s forecast operating expenditure, in 
particular the key controllable operating expenditure categories; operating and 
maintenance, and administration and overheads. The report provided by Wilson Cook 
(the Wilson Cook report) notes that the lack of detailed bottom-up analysis for the key 
category of operating and maintenance costs compromised its ability to verify an 
efficient level of expenditure.829 The Wilson Cook report assesses the proposed base 
year's expenditure at an aggregate level in the absence of detailed bottom-up cost and 

                                                 
 
829  Wilson Cook & Co, Review of expenditure of ACT & NSW Gas Distributors, Jemena Gas Networks 

(NSW) Ltd, December 2009, pp. 16, 20, 27 (Wilson Cook report). 
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activity volume information.830 Further, because details such as work volumes, 
detailed cost breakdowns or estimates were not provided by Jemena to support its 
proposal, the Wilson Cook report cannot confirm whether the proposed step changes 
were required, nor whether the proposed profit margin involved double counting of 
costs.831 Therefore, the Wilson Cook report recommends rejecting many of the 
proposed step changes in addition to the inclusion of the proposed margin associated 
with Jemena's Asset Management Agreement (AMA) with Jemena Asset 
Management Pty Ltd (JAM).832 

9.5 Submissions 
The AER received submissions from the Energy Markets Reform Forum (EMRF) and 
the Energy Users Association of Australia (EUAA) on Jemena’s proposed operating 
expenditure. Submissions were also received from AGL Energy (AGL)833 and 
EnergyAustralia834 on Jemena’s UAG. In a submission from Jemena, the AER was 
provided with a confidential benchmarking report on Jemena’s operating 
expenditure.835 

The EMRF notes a large step increase in Jemena’s proposed operating expenditure. It 
considers that with the proposed significant increase in capital expenditure projects, 
Jemena should be required to provide much larger efficiency savings in the form of 
capital expenditure/operating expenditure trade-offs, larger productivity savings and 
savings from maintenance programs no longer required on replaced assets.836  

The EMRF concludes that based on the historical performance of Jemena, the AER 
should continue the IPART imposed operating expenditure efficiency expectation of 
1.5 per cent per annum and that the allowed operating expenditure be set at the same 
level as Jemena achieved in the earlier access arrangement period (i.e. at 
approximately $100 million per annum). It considers that there should be an 
allowance for step changes of up to $1 million per annum and a pass through of 
carbon costs when the Carbon Pollution Reduction Scheme (CPRS) legislation takes 
effect.837 

The EUAA analyses Jemena’s proposed operating expenditure in the two previous 
access arrangement periods and notes that for the early years of an access 
arrangement period, Jemena tends to be conservative in its estimates of its efficiency 
to achieve lower costs. It considers that the AER should take this past pattern of 
                                                 
 
830  Wilson Cook report, pp. 27–29. 
831  Wilson Cook report, pp. 26–27. 
832  Wilson Cook report, pp. 26–27, 29–36. 
833  AGL, AGL submission: JGN access arrangement 2010–15, 10 November 2009, p. 5 (AGL, Submission to 

the AER, 10 November 2009). 
834  EnergyAustralia, EnergyAustralia's submission on Jemena Gas Networks' access arrangement proposal 

2010 to 2015, 10 November 2009, pp. 9, 23. (EnergyAustralia, Submission to the AER, 
10 November 2009). 

835  Jemena, Submission to the AER consultation on JGN's access arrangement, 10 November 2009, 
appendix 7 (confidential) (Jemena, Submission to the AER, 10 November 2009). 

836  EMRF, AER NSW gas distribution revenue reset Jemena application, a response by the Energy Markets 
Reform Forum, 9 November 2009, p. 37 (EMRF, Submission to the AER, 9 November 2009). 

837  EMRF, Submission to the AER, 9 November 2009, p. 46. 



 

 177

forecasting expenditure into account and that the AER should be rigorous in setting 
Jemena’s allowances.838 The EUAA provides comment on Jemena’s UAG for gas and 
carbon costs submitting that the AER should ensure that Jemena should be striving to 
reduce these costs.839 The EUAA also discusses the need for robust benchmarking in 
assessing the efficient costs of network businesses.840 

AGL supports the proposition that unit replacement costs for UAG be measured 
against the market gas price of the short term trading market (STTM) and seeks 
assurance that there will be transparency around unit procurement costs.841 However, 
EnergyAustralia submits that Jemena should source UAG replacement gas directly 
from the STTM only when it is cheaper than from an open tender process.842 
EnergyAustralia also submits that it has concerns with regard to the calculation of the 
annual tariff adjustment for UAG with respect to the UAG tolerance level and the 
calculation of carbon permit costs.843 

9.6 AER’s analysis and considerations 

9.6.1 Preliminary issues 

9.6.1.1 Interpretation of lowest sustainable costs 

Rule 91 of the NGR requires operating expenditure to be such as would be incurred 
by a prudent service provider acting efficiently, in accordance with accepted good 
industry practice, to achieve the lowest sustainable cost of delivering pipeline 
services. Noting that the terms included in r. 91 of the NGR are not defined in the 
NGR, the Wilson Cook report discusses its technical application of prudence, 
efficiency, good industry practice and lowest sustainable cost.844 An important 
element of r. 91 of the NGR is balancing prudence and efficiency, culminating in the 
lowest sustainable cost of delivering pipeline services. In brief, the lowest cost option 
of a particular project or program could only be considered sustainable if a long term 
assessment of costs is undertaken. The Wilson Cook report states:845 

The costs and benefits considered should be “life-cycle” costs – viz. the costs 
and benefits over the expected life of the project or programme concerned. 
This ensures that a long-term view is taken of investment requirements. 

In this way, the “sustainability” of delivery of the pipeline services (which we 
interpret to mean sustainable at the required level over time) is inherent in the 
concept of the least-cost option in that a long-term view is taken when 
identifying the project requirements (in terms of service capability, capacity 
or the like), the costs and the benefits of the options available to meet the 
identified need and the resulting solution.   

                                                 
 
838  EUAA, Submission to the AER on Jemena Gas Networks' access arrangement proposal 2010/11–2014/15, 

10 November 2009, s. 1.6 (EUAA, Submission to the AER, 10 November 2009).  
839  EUAA, Submission to the AER, 10 November 2009, s. 1.6.1. 
840  EUAA, Submission to the AER, 10 November 2009, s. 1.4. 
841  AGL, Submission to the AER, 10 November 2009, p. 5. 
842  EnergyAustralia, Submission to the AER, 10 November 2009, p. 9. 
843  EnergyAustralia, Submission to the AER, 10 November 2009, p. 23. 
844  Wilson Cook report, pp. 5–6. 
845  Wilson Cook report, p. 6. 
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As can be seen from the preceding text, the concept of least-cost options 
inherently incorporates the selection of modern designs and technologies and 
such other features as are in accordance with good industry practice. 

The AER considers that the Wilson Cook report's definition of lowest sustainable 
costs is appropriate for the purpose of assessing Jemena's proposed operating 
expenditure. 

9.6.1.2 Insufficient substantiation of forecasts, errors and omissions 

The AER notes that a lack of clarity and detailed bottom up information within 
Jemena's access arrangement proposal and subsequent correspondence has limited the 
ability of Wilson Cook and the AER to verify that the proposed forecasts are 
consistent with the requirements of r. 91 of the NGR. For example, the Wilson Cook 
report outlines that several issues have hindered an assessment of the proposed 
operating expenditure including: 

 the structure and lack of reconciliation of the forecast operating and maintenance 
expenditure 

 the lack of detailed information on costs and the work volumes and the interaction 
of related party arrangements have made it difficult to assess the cost efficiency 

 the need for a detailed bottom up analysis to support JAM's costs.846 

Further, the AER has concerns about the consistency and accuracy of Jemena's 
proposal. There are a number of errors and omissions in its access arrangement 
information. For example, neither the name of the events or the value of events for 
self insurance operating expenditure outlined in a confidential appendix847 is 
consistent with Jemena's access arrangement information.848 The AER also notes that 
the incurred expenditure for the administration and overhead cost category in Table 
4.7 of the access arrangement information is incorrect.849 

Jemena has provided manuals to assist the AER in its review of the models provided 
to support its access arrangement proposal.850 It has also at various stages in the 
review process provided its assets register to the AER and allowed the AER to review 
certain input models on site that underlie Jemena's proposal. An offer was also made 
by Jemena on 14 December 2009 to take the AER through these models following a 
series of questions raised by the AER, in reviewing and trying to reconcile 
information in the JGN forecast data model and Jemena's access arrangement 
information.851  

                                                 
 
846  Wilson Cook report, pp. 12–13. 
847  Jemena, Access arrangement information, August 2009, appendix 6.5 (confidential). 
848  Jemena, Access arrangement information, August 2009, pp. 91–92. 
849  In Jemena's operating expenditure model, the reported cost incorrectly includes self insurance costs within 

incurred expenditure for 2008–09 (the selected base year). This error is replicated in the access 
arrangement information on page 47. 

850  Jemena, Model User Manuals, 26 August 2009 (confidential). 
851  Jemena, email to the AER, 11 December 2009: ‘RE: AER 10 Dec 09 Questions—meeting to explain 

modelling.’ 
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The AER did not take up this offer, because it sought specific information about a 
particular aspect of the model workings relating to the removal of capital expenditure 
from reported costs.852 In response to clarifying the AER's query, Jemena informed 
the AER that it had found an error with the reconciliation process and they were 
working through it.853  

In further correspondence854 on this matter Jemena outlined 'its further investigation 
following the AER's recent questions has identified some areas where the necessary 
adjustments were not made or certain adjustments incorrectly applied.' The nature of 
adjustments included omissions and errors.855 The correspondence also outlines that 
'the following sections explain each omission and correction. These explanations are 
based on the data input JGN submitted on 26 August 2009 in its forecast data 
model.'856  

On 18 December 2009, Jemena sought to correct its access arrangement information 
and increase its base year operating and maintenance (O&M) costs by $5.64 million 
($2008) and to add an additional $40.3 million to its operating expenditure forecast in 
its access arrangement proposal submitted in August 2009.857 This error represents 
more than 9 per cent of the O&M category, or more than 5 per cent of the proposed 
total operating expenditure.  

Based on Jemena's statement that 'JGN is currently working to complete the collation 
and external validation of its actual base year costs and will have this information 
available in the first quarter of 2010',858 the AER has not considered these costs for 
the purposes of the draft decision. While the AER acknowledges that the access 
arrangement information submitted in August 2009 contains omissions and errors, the 
AER has based this draft decision on its analysis in these original documents (and 
where relevant models). This is primarily because Jemena has not yet provided the 
updated and externally verified information for the actual base year expenditure859 
that would provide a useful starting point for this process. The AER also considers 
that this new information would also need to be subject to public consultation and 
reviewed by the AER's consultants. 

Nonetheless, the AER considers these costs may be considered as part of Jemena 's 
revised access arrangement proposal. 

                                                 
 
852  AER, email to Jemena, 14 December 2009: 'RE: AER 10 Dec 09 Questions—meeting to explain 

modelling'. 
853  Jemena, email to the AER, 14 December 2009: 'RE: AER 10 Dec 09 Questions—meeting to explain 

modelling'. 
854  Jemena, email to the AER, 18 December 2009: 'JGN response to AER 10 Dec 09 Questions'. 
855  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, p. 5. 
856  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, p. 5. 
857  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, p. 8. 
858  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, p. 9. 
859  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, p. 9. 
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9.6.2 Proposed operating expenditure 
The AER notes the significant increase in real terms (16.0 per cent) in Jemena’s 
forecast operating expenditure for the access arrangement period when compared to 
its expected operating expenditure for the earlier access arrangement period. The 
average annual increase in total expenditure of 4.7 per cent over the access 
arrangement period compares with 0.4 per cent average annual decrease over the 
earlier access arrangement period.860 

The AER notes that carbon costs, debt raising costs and self insurance costs were not 
operating expenditure items in the earlier access arrangement period. In the absence 
of these costs, Jemena’s operating expenditure is forecast to increase in real terms by 
6.3 per cent for the access arrangement period when compared to its expected 
operating expenditure for the earlier access arrangement period.861 

Jemena submits there are a number of step changes in its forecast operating 
expenditure that are related to regulation costs and new asset operational and 
maintenance costs.862 The AER notes that these step changes contribute to increases 
in Jemena’s forecast operating and maintenance costs and administration and 
overheads costs. 

Most of Jemena’s operating and maintenance costs are incurred through an 
arrangement with a related entity, JAM, which provides asset management services to 
Jemena.863 For the provision of these asset management services under the AMA, 
Jemena is required to pay JAM a cost plus margin fee. Jemena submits that its AMA 
provides for a commercial margin that is different to the previous arrangements.864 

9.6.3 Methodology 
Jemena has employed two methodologies for forecasting its operating expenditure. 
These are: 

1. base year roll forward  

2. year by year specific forecasts where the base year roll forward would be 
inappropriate.865 

Jemena has applied a base year roll forward approach to the majority of its recurrent 
operating expenditure which can be seen in the categories; operating and 
maintenance, and administration and overheads.866 Jemena’s base year roll forward 
approach involves three steps: 

a. identifying a base year 

                                                 
 
860  Jemena, Access arrangement information, August 2009, pp. 47, 75. 
861  Jemena, Access arrangement information, August 2009, pp. 47, 84, 93. 
862  Jemena, Access arrangement information, August 2009, p. 81. 
863  Jemena, Access arrangement information, August 2009, p. 77. 
864  Jemena, Access arrangement information, August 2009, p. 80. 
865  Jemena, Access arrangement information, August 2009, p. 77. 
866  Jemena, Access arrangement information, August 2009, p. 77. 
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b. adjusting the base year's expenditure as follows: 

 re-aligning costs to fit with Jemena’s current corporate structure and its 
new outsourcing arrangements 

 subtracting costs associated with one-off events during the base year and 
circumstances that are not expected to endure 

 adding costs associated with foreseeable incremental step changes in 
expenditure 

c. rolling the base year costs forward and adjust for: 

 network growth 

 changes in input costs (labour and materials) 

 inflation.867 

Jemena forecasts costs on a specific year-by-year basis (‘bottom-up’ approach) for 
government levies, marketing, UAG, self insurance, carbon costs and site 
remediation.868 These forecasts are considered later in this chapter. 

In principle, the AER accepts the forecasting methodology used by Jemena. However, 
the AER does not consider that the methodology as applied by Jemena demonstrates 
that the proposed forecast operating expenditure is consistent with the lowest 
sustainable cost of delivering pipeline services as required by r. 91 of the NGR. The 
application of the base year roll forward approach is discussed below. The year-by-
year specific forecasts are considered in section 9.6.5. 

9.6.4  Base year roll forward forecasts 
Jemena applies a base year roll forward approach to two cost categories: (i) operating 
and maintenance costs; and (ii) administration and overheads. Jemena submits that it 
adjusts its base year operating expenditure to take into account its reclassification of 
some costs. This is necessary because of a change in its corporate structure and its 
new outsourcing agreement with JAM since the earlier access arrangement period.869  

For comparison with the earlier access arrangement period, Table 9.3 sets out 
Jemena’s aggregate operating expenditure over the last five years of the earlier access 
arrangement period with its forecast costs for the access arrangement period. Given 
the changes within the operating and maintenance and administration and overhead 
cost categories reflect the structural changes mentioned above, the percentage change 
figures for individual categories may be misleading. 

                                                 
 
867  Jemena, Access arrangement information, August 2009, pp. 77–78. 
868  Jemena, Access arrangement information, August 2009, p. 77. 
869  Jemena, Access arrangement information, August 2009, pp. 79–80. 
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Table 9.3: Jemena's forecast operating expenditure ($m, real, 2009 –10) 

Base year roll forward costs 
Earlier access 
arrangement 

period 

Forecast 
access 

arrangement 
period 

Percentage 
change 

Operating and maintenance 415.8 439.1 5.6 

Administration and overheads 108.0 120.8 11.9 

Total O&M and A&O 523.8 559.9 6.9 

Source:  Jemena, Access arrangement information, August 2009, pp. 47, 84, 93. 
Note:  Operating and maintenance costs now include retail contestability costs which 

were previously determined by the IPART to be uncontrollable costs. (Jemena, 
Access arrangement information, August 2009, p. 46). 

9.6.4.1 Overview of cost allocation methodology and base year roll forward categories 

Cost allocation methodology 
Jemena submits that to determine its share of the corporate overheads from the 
Jemena Group870, a cost allocation methodology known as the whole of business cost 
allocation (WOBCA) is used. The cost allocation methodology allocates these 
corporate costs to entities such as Jemena and JAM.871 Figure 9.1 describes the 
application of the cost allocation methodology:872 

                                                 
 
870  The Jemena Group includes all entities that are wholly or partially owned by SPI (Australia) Assets Pty 

Ltd, which is a wholly owned subsidiary of Singapore Power International Limited Pte Ltd. The AER 
notes there may be other Australian related parties also providing services and whose costs are allocated 
under the WOBCA. These related entities are registered in Australia and are also substantially or wholly 
owned by Singapore Power International Limited Pte Ltd.  

871  Jemena, Access arrangement information, August 2009, pp. 78–79. 
872  Adapted from Jemena, Access arrangement information, August 2009, appendix 6.1, p. 11 (confidential). 
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Figure 9.1: Description of Jemena's cost allocation methodology 
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The WOBCA methodology includes primary cost allocations of corporate head office 
costs that are directly charged to Jemena and JAM from the Jemena Group. The 
corporate head office costs allocated to Jemena (direct allocations) are accounted for 
in the administration and overheads. WOBCA also includes secondary allocations or 
indirect allocations. The secondary allocations represent corporate head office costs 
JAM is allocated, but on-charges from the Jemena Group to assets such as the Jemena 
Gas Network (JGN) to which it provides services.873 The indirect or secondary 
allocations are part of the operating and maintenance expenditure category. These 
secondary allocations attract a flat percentage margin as outlined in the AMA. 

PricewaterhouseCoopers (PwC) reviewed the administration and overhead cost 
allocation methodology for Jemena and considers that the methodology is 
appropriate.874 

Operating and maintenance costs 
Operating and maintenance costs are the single largest category making up 
59.7 per cent of Jemena’s total forecast operating expenditure. They are incurred 
through JAM’s asset management services under the AMA.875 

As outlined, the operating and maintenance costs include the indirect or secondary 
allocations for corporate costs from the Jemena Group under the WOBCA.876  

                                                 
 
873  Jemena, Access arrangement information, August 2009, p. 86 and appendix 6.1 (confidential). 
874  Jemena, Access arrangement information, August 2009, appendix 6.1, p. 4 (confidential). 
875  Jemena, Access arrangement information, August 2009, p. 75. 



 

 184

Jemena’s operating and maintenance costs are forecast to increase by 5.6 per cent in 
real terms over the access arrangement period when compared with those costs 
incurred over the earlier access arrangement period.877 This is a result of increases in 
forecast base costs, step changes, site remediation costs and JAM’s margin.878 The 
AER notes that Jemena’s forecast operating and maintenance base cost, site 
remediation costs and JAM’s margin including some of the justification for the 
proposed costs are included in confidential material provided by Jemena.879 The 
AER's consideration of proposed site remediation costs is in section 9.6.5 along with 
the other year by year specific forecasts.  

Asset management agreement margins 
As outlined, Jemena outsources its asset planning activities, network operating and 
maintenance activities, capital program delivery, and certain other functions to 
JAM.880 The terms and conditions of this outsourcing arrangement are set out in the 
AMA. The services provided by JAM to JGN under the AMA in relation to operating 
expenditure are represented by the operating and maintenance expenditure category. 
The AMA is an agreement between related parties and is not the result of a 
competitive tender or other open market process.  

JAM provides the services based on the operating and maintenance expenditure costs 
plus a (base and performance) margin fee under the AMA. While this approach 
usually provides limited incentive for the outsourced entity to create efficiencies, 
Jemena submits that the JAM fee structure provides for performance incentives.881 As 
outlined previously, the final margin agreed upon under this agreement is 
confidential.882  

The operating and maintenance costs (including site remediation costs) include a 
margin.883 The margin may be considered as remuneration for JAM for undertaking 
services on behalf of JGN. The AER notes that this margin is applied to all 
expenditure paid through JAM, regardless of whether the underlying cost is incurred 
by JAM or another party. The margin is made up of two components: (i) a base 
margin; and (ii) a smaller performance margin.884 

The Wilson Cook report was critical of Jemena's proposed margin, stating that as a 
general principle, only genuine costs should be included in forecast operating 
expenditure. The Wilson Cook report also notes that the AMA is an agreement 
between related parties and not market tested or subject to competitive tender. The 
Wilson Cook report states that in the circumstances, Jemena should provide sufficient 
information to substantiate its overhead costs, operating costs and margins and to 

                                                                                                                                            
 
876  Jemena, Access arrangement information, August 2009, appendix 6.1 (confidential). 
877  Jemena, Access arrangement information, August 2009, pp. 47, 93 (confidential). 
878  Jemena, Access arrangement information, August 2009, pp. 93–96 (confidential). 
879  Jemena, Access arrangement information, August 2009, p. 93. 
880  Jemena, Access arrangement information, August 2009, p. 29 (confidential). 
881  Jemena, Access arrangement information, August 2009, pp. 35–37 (confidential). 
882  Jemena, Access arrangement information, August 2009, pp. 35–37 (confidential). 
883  Jemena, Access arrangement information, August 2009, p. 93 (confidential). 
884  Jemena, Access arrangement information, August 2009, p. 38 (confidential). 
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demonstrate that these costs are not duplicated or recouped elsewhere, and moreover, 
that they are consistent with the lowest sustainable cost of providing the service.885 
The Wilson Cook report also notes that the margin was proposed to apply to costs 
passed through from other entities and not restricted to the services provided by JAM 
itself. As a consequence, the Wilson Cook report recommends that the margin is 
removed from Jemena's forecast operating expenditure unless Jemena is able to 
demonstrate through a reconciliation of costs or other means that the item is required 
to recover identifiable costs.886 

In principle, the AER does not consider that margins on services provided by external 
providers are incompatible with r. 91 of the NGR. However, in order for the 
requirements of r. 91 of the NGR to be met, the AER must be able to verify that the 
total cost proposed, including any margin applied to a cost base, represents the lowest 
sustainable cost of providing the service. This may be demonstrated if the costs 
including the applicable margin for providing services is the result of a competitive 
tender process. However, the AMA is an agreement with a related entity. Further, 
Jemena has not demonstrated that the margin it has negotiated with JAM is efficient 
or consistent with the lowest sustainable cost. The AER also considers that applying a 
margin where the underlying activity is not undertaken by the party that is charging a 
margin, is inconsistent with the requirements of r. 91 of the NGR. The AER does not 
consider that such cost structures can be demonstrated to be cost efficient.  

For the reasons set out above, the AER considers that Jemena's proposed margin 
should not be included in its forecast operating expenditure. 

Administration and overhead costs 
Jemena submits that its administration and overhead costs category relates to the 
management of its business and is comprised of: 

 the cost of Jemena’s management activities 

 the allocation of corporate overheads to Jemena’s share of costs of enterprise 
support functions, charged directly to Jemena from Jemena Limited (and other 
Jemena Group companies) 

 other Jemena specific overheads including costs related to Jemena’s 
properties, land owned and leased by Jemena on which trunk receiving 
stations sites are located and environmental monitoring of properties.887 

Jemena also submits that its administration and overhead costs have been escalated 
using the Competition Economics Group (CEG) determined escalators.888 

Jemena’s administration and overhead costs are forecast to increase by an average of 
10.0 per cent per annum over the access arrangement period when compared to the 
adjusted base year (2008–09) expenditure.889 
                                                 
 
885  Wilson Cook report, p. 25. 
886  Wilson Cook report, p. 26. 
887  Jemena, Access arrangement information, August 2009, p. 85. 
888  Jemena, Access arrangement information, August 2009, p. 86. 
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9.6.4.2 Selection of base year 

Jemena proposes to use 2008–09 as the base year for projecting forecast operating 
expenditure over the access arrangement period. Jemena submits that the base year 
should be the most recent year for which full year actual costs are available (or will 
become available) prior to the AER’s decision.890 Jemena’s base year is comprised of 
actual and estimated costs (for the last three months of direct costs and the last four 
months of indirect costs).891  

The AER considers that the following conditions should be met when selecting and 
adjusting a base year for projecting efficient operating costs: 

 the base year should not include substantial one-off expenditure 

 the expenditure should reflect actual rather than forecast or unrealised 
expenditure 

 the base year generally should be as close as possible to the forecast period. A 
year proximate to the commencement of the access arrangement period, 
excluding one-off factors, is likely to better reflect the current operating and 
organisational structure of a business than earlier years. 

The AER notes that the base year selected by Jemena includes a mixture of actual and 
estimated expenditure.892 However, actual expenditure for 2008–09 will be available 
prior to the final decision. 

The AER considers that 2008–09 is an appropriate year for projecting Jemena’s 
operating expenditure over the access arrangement period for the following reasons: 

 the estimated operating expenditure for 2008–09 does not appear to be 
obscured by one-off expenditure as it is broadly consistent with the 
expenditure for the previous year 2007–08.893 The AER also notes that Jemena 
has identified and removed some one-off costs from its base year operating 
expenditure894 

 the estimated 2008–09 operating expenditure can be considered to be 
reasonably reliable as it is largely derived from actual expenditure. The less 
significant component, which has been estimated, meets the requirements of 
r. 74(2)(a) of the NGR. In any case, the AER notes that actual expenditure for 
2008–09 will be available prior to the AER’s final decision, such that the 
operating expenditure forecast can be updated for any variances as part of 
Jemena's revised access arrangement proposal 

                                                                                                                                            
 
889  Jemena, Access arrangement information, August 2009, p. 84. 
890  Jemena, Access arrangement information, August 2009, p. 77. 
891  Jemena, Access arrangement information, August 2009, p. 78. 
892  Jemena, Access arrangement information, August 2009, p. 78. 
893  The AER notes that Jemena has also assessed the base year's expenditure and proposed adjustments for 

expenditure that is not expected to be ongoing. 
894  While some one-off costs have been removed, the AER and Wilson Cook have not reviewed sufficient 

information to verify that all one-off costs have been identified and removed. 
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 the selected base year is proximate to the commencement of the access 
arrangement period and likely to reflect the circumstances of Jemena during 
the access arrangement period. The AER notes that Jemena underwent 
structural and ownership changes in 2007–08. The base year selected is the 
first year that its operating expenditure is structured in a way that reflects the 
new business model and ownership structure. However, the AER notes that 
one of the key components of Jemena’s operating framework for the access 
arrangement period (i.e. the AMA) has only been in place since 1 August 
2009. 

While the AER considers that the 2008–09 year is an appropriate year to use as a base 
year provided appropriate adjustments for non-recurring costs are made, it notes the 
concerns raised in the Wilson Cook report that there is insufficient detailed 
information to verify that the base year costs are efficient.895 The AER considers that 
the base year costs used to establish forecast expenditure must represent the lowest 
sustainable cost of providing the pipeline services as required by r. 91 of the NGR. 
Further, given that Jemena's proposal will mean that a margin is added to some of 
these base year costs (i.e. those classified as operating and maintenance in the access 
arrangement period), the margin and base year costs will both need to meet the 
requirements r. 91 of the NGR. The reasons for removing the margin are outlined in 
section 9.6.4.1. 

9.6.4.3 One-off events 

Jemena submits that there are a number of costs which are one-off in nature or higher 
in 2008–09 than may be the case in a typical year.896 Jemena subtracts costs such as 
corporate branding, IT and business project costs totalling $4.4 million ($2009–10) 
from its base year operating expenditure.897  

The AER considers that Jemena’s deduction of one-off costs is appropriate. However, 
the AER notes that some of these one-off costs such as corporate branding do not 
relate to the delivery of pipeline services898 and do not meet the operating expenditure 
criteria.899 This view is shared by the EMRF.900 Further, in the absence of detailed 
bottom up cost and activity information, the AER is unable to verify that all one-off 
and non-recurring costs, and costs other than those associated with the delivery of 
pipeline services, have been identified and removed from the proposed base year's 
expenditure. 

9.6.4.4 Consultant’s recommendation on base year's expenditure 

In considering the base year level of expenditure, the Wilson Cook report notes 
that:901  

                                                 
 
895  Wilson Cook report, pp. 27–29. 
896 Jemena, Access arrangement information, August 2009, p. 80.  
897  Jemena, Access arrangement information, August 2009, pp. 80, 81. 
898 NGL, s. 2. 
899  NGR, r. 91. 
900  EMRF, Submission to the AER, 9 November 2009, p. 11. 
901  Wilson Cook report, p. 27. 
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 no detailed bottom-up assessment of future operating and maintenance 
expenditure is provided by Jemena, nor any volumes of work carried out, detailed 
cost breakdowns or business cases for the main expenditure streams. This 
information was not provided for the earlier access arrangement period nor the 
forecast period 

 for most elements, the basis of the forecast is the escalation of the sum of the 
present period plus identified step changes rather than a direct estimate of future 
requirements. 

Jemena relies on its total factor productivity report and two benchmarking studies 
when making its claim that its forecast operating expenditure is efficient. The Wilson 
Cook report states that:902 

…evidence of comparative positions does not establish efficiency per se; and 
such studies ought to be only as an accompaniment to a detailed “bottom-up 
analysis” of the expenditure. No such analysis was made available for our 
review. 

The Wilson Cook report is also critical of Jemena's reliance on its AMA to 
demonstrate that its proposed costs are efficient:903 

… Jemena has also relied on its out-sourcing contract, the AMA, but that it is 
a contract with a related party involves other related parties, was not bid 
competitively, is for a long term, is not accompanied by a reconciliation of 
costs—in short, it does not contain the elements normally expected in a 
competitive market.   

Consequently, the Wilson Cook report recommends that the most robust approach to 
determining the efficient level of base year's expenditure and in turn forecast 
expenditure, is to take the lowest of:904 

 the level of expenditure considered prudent and reasonable by the IPART in its 
review905 

 the level of expenditure incurred in the base year by Jemena 

 the level of expenditure proposed by Jemena as the starting point for the access 
arrangement period. 

Between the earlier access arrangement period and the access arrangement period, 
Jemena has transferred certain functions and associated costs from the operations and 
maintenance category to the administration and overheads category. To account for 
these transfers, the analysis by Wilson Cook is done using the sum of both categories. 
The proposed step changes were excluded from the analysis, as was the proposed 

                                                 
 
902  Wilson Cook report, p. 27. 
903  Wilson Cook report, p. 27. 
904  Wilson Cook report, p. 27. 
905  The AER notes that Wilson Cook report is referring to the IPART review that determined the operating 

expenditure allowed during the earlier access arrangement period. 
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margin associated with the AMA which was separately identified in Jemena's 
proposed operating expenditure. The Wilson Cook report rejects the inclusion of the 
proposed margin as it is unable to relate the margin to discernable costs.906 The 
Wilson Cook report also notes a concern that the margin may result in double 
counting of costs in a regulatory context and should be removed.907 The Wilson Cook 
report also expresses concern that any regulated business could increase its reported 
costs by introducing an intermediate company or chain of them if the issue of double 
counting is not assessed.908 

9.6.4.5 AER’s consideration of base year's expenditure 

As noted above, the AER accepts the proposed methodology that uses a base year 
level of expenditure to derive its forecast. However, Jemena must demonstrate that the 
expenditures are consistent with r. 91 of the NGR. This requires forecast operating 
expenditure to be consistent with that incurred by a prudent service provider, acting 
efficiently, in accordance with good industry practice, to achieve the lowest 
sustainable cost of delivering pipeline services. 

Such efficiency would usually be demonstrated by detailed bottom up costing 
including reporting of existing activity levels and costs measured against future 
requirements for the particular network. The Wilson Cook report outlines that despite 
requests from the AER and Wilson Cook for this information,909 Jemena has only 
provided general information for the category of operating and maintenance costs.910 

In the absence of this detailed underlying cost information, Jemena's access 
arrangement information and subsequent submission seek to rely on a number of 
benchmarking and total factor productivity (TFP) studies.911 However, for a variety of 
reasons discussed in section 9.6.6, neither Wilson Cook nor the AER considers that 
the studies are adequate to demonstrate that the proposed expenditure is consistent 
with the requirements of r. 91 of the NGR.912  

Where services are contracted to another party such as JAM, one means to 
demonstrate that the relevant operating and maintenance costs are consistent with the 
requirements of r. 91 of the NGR is to demonstrate these costs reflect, for example, 
the result of a competitive tender process. However, Jemena has not conducted a 
competitive tender to award the AMA.913 Neither Wilson Cook nor the AER 
considers that the selection or negotiation process undertaken by Jemena and JAM 
can be used to demonstrate that the agreed price and margins are consistent with the 
lowest sustainable cost of delivering pipeline services without additional verifiable 
information. Further, as outlined above, the benchmarking studies proposed by 

                                                 
 
906  Wilson Cook report, p. 26. 
907  Wilson Cook report, pp. 26–27. 
908  Wilson Cook report, p. 26. 
909  Wilson Cook report, pp. 12–13. 
910  Wilson Cook report, pp. 12–13. 
911  Benchmarking and total factor productivity studies are considered in section 9.6.7 of this chapter. 
912  Wilson Cook report, pp. 18–20. 
913  Wilson Cook report, p. 25. 
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Jemena to support these costs are not considered adequate for this purpose unless they 
are used to support a bottom-up analysis as outlined in the Wilson Cook report.914  

Therefore, the Wilson Cook report recommends using the lowest cost of the potential 
options as set out in the three bullet points above.915 The AER's analysis of each of 
the options presented in the Wilson Cook report is set out below. 

The expenditure considered prudent and reasonable by the IPART in 2005 
The AER considers that the expenditure considered prudent and reasonable by the 
IPART in 2005 may be a useful starting point for assessing forecast expenditure. 
However, the IPART's assessment is now five years old and may not be 
representative of the required operating activities considered prudent for Jemena's 
network. Also, even if the scope of activities is considered relevant, the expected costs 
of such activities will not be consistent with the IPART's approved forecast five years 
ago. 

The expenditure incurred in the base year by Jemena 
The AER considers that the advantage of using the base year estimated actual 
expenditure is that it provides a recent and reliable estimate of actual network 
expenditure requirements. Coupled with a detailed analysis of activity that will not be 
required looking forward (one-off costs) in addition to new expected activity (step 
changes), this should result in a forecast that meets the requirements of r. 91 of the 
NGR. However, the AER notes that changes to Jemena's proposed expenditure 
requirements could, in most cases, only be substantiated by detailed information on 
the base year's activities and costs. This issue is considered further in the context of 
the assessment of Jemena's proposed step changes. Further, the AER has observed 
that the operating and maintenance expenditure reported as incurred base year 
expenditure includes the same margin as proposed under the AMA despite being a 
period prior to the introduction of the AMA.916 As noted previously, the incurred base 
year expenditure for the administration and overhead category in Table 4.7 of the 
access arrangement information is incorrect, and as outlined the AER is concerned 
that the incurred expenditure reported for this category is not reliable. 

The expenditure proposed by Jemena as the starting point for the access arrangement 
period 
Jemena's proposed starting point appears to be based on the level of expenditure 
actually incurred in the 2008–09 base year.917 Jemena, however, has transferred 
certain functions between expenditure categories and has re-cast certain expenditures 
in light of the services provided under the AMA and the allocation of responsibilities 
between Jemena and JAM expected to prevail during the access arrangement period. 
This includes a separate margin payable to JAM in addition to operating and 
maintenance costs incurred by JAM.918 The AER does not consider the forecasts to be 

                                                 
 
914  Wilson Cook report, pp. 18–20. 
915  Wilson Cook report, p. 27. 
916  Jemena, Access arrangement information, August 2009, Forecast data model, opex summary, G17:G23 

(confidential). 
917  Jemena, Access arrangement information, August 2009, pp. 78–81. 
918  Jemena, Access arrangement information, August 2009, p. 80 (confidential). 
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robust and well substantiated. This view is based on: (i) the errors and omissions in 
Jemena's access arrangement information; and (ii) the lack of detailed substantiation 
and description of various activity levels and costs within the operating and 
maintenance cost category.919 Further, as outlined in section 9.6.4 the proposed 
expenditure, coupled with the proposed margin payable to JAM, has not been 
demonstrated to be consistent with the lowest sustainable cost of delivering the 
service as required by r. 91 of the NGR.  

9.6.4.6 AER's conclusion on the base year costs 

On balance, and in the absence of information from Jemena to support its access 
arrangement proposal, the AER considers that the option most likely to be consistent 
with the requirements of r. 91 of the NGR is the actual expenditure incurred in the 
identified base year, 2008–09, less one-off costs, plus approved step changes. The 
AER notes that the incurred expenditure includes Jemena's proposed margin.920 
However, the AER agrees with the recommendation and reasons presented in the 
Wilson Cook report concerning the margin. The AER requires forecast operating 
expenditure to exclude the margin because Jemena does not substantiate its proposed 
expenditure with detailed information that clearly sets out that the margin and the 
underlying cost meet the requirements of r. 91 of the NGR. 

The lack of substantiation also has consequences for the AER's assessment of 
Jemena's proposed step changes. The absence of information concerning the 
underlying activities and costs limits the ability of both the Wilson Cook report and 
the AER to make a conclusive assessment concerning the step changes proposed by 
Jemena.921 This matter is discussed in section 9.6.4.7. 

Table 9.4 sets out the AER's conclusion on base year costs compared to the three 
options presented in the Wilson Cook report: the IPART allowance; the incurred 
expenditure as reported by Jemena; and Jemena's proposed base year expenditure. 

 

                                                 
 
919  Wilson Cook report, pp. 12–13. 
920  Jemena, Access arrangement information, August 2009, Forecast data model (confidential). 
921  Wilson Cook report, p. 36. 
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Table 9.4: 2008–09 base year operating expenditure ($m, real, 2009–10) 

 
The IPART 
allowed 
expenditure 

Incurred 
expenditure a 

Jemena's 
proposal 

AER’s 
conclusion b 

Operating and maintenance base 
cost 82.1 77.9 c-i-c 71.4 

Minus identified one-off costs   2.8 2.7 

Plus operating and maintenance 
step changes c   3.7 1.2 

Plus margin   c-i-c 0.0 

Sub total 82.1 77.9 81.9 69.9 

Administration and overhead base 
cost 21.9 24.0 23.2 23.0 

Minus identified one-off costs   1.6 1.6 

Plus administration and overhead 
step changes c   0.4 0.0 

Sub total 21.9 24.0 22.0 21.3 

Total base year expenditure 104.0 101.9 103.8 91.2 

Source:  Jemena, Access arrangement information, August 2009, pp. 47, 84, 93 and 
AER analysis of Jemena's operating expenditure model submitted with its 
access arrangement information. 

a:  These figures are based on page 47 of Jemena's access arrangement information 
and includes error. Jemena has indicated in response to questions from the AER 
dated 18 December 2009 that 'JGN is currently working to complete the 
collation and external validation of its actual base year costs and will have this 
information available in the first quarter of 2010.' 

b: The AER conclusion is based on its analysis of Jemena's incurred expenditure 
within Jemena's operating expenditure model. The AER has removed the 
margin from incurred base year expenditure and updated inflation effects. 

c:  The AER's consideration of proposed step changes follows in section 9.6.4.7. 

9.6.4.7 Step changes 

Jemena includes a number of new costs or 'step changes' in its operating expenditure 
forecasts from the earlier access arrangement period. Jemena forecasts a total of 
$20.1 million ($2009–10, real) of step changes in its operating and maintenance costs 
and $2.3 million ($2009–10, real) in its administration and overheads costs.922 
Examples of these step changes are changes in standards and compliance 
requirements, and new asset types such as water bath heaters (WBH) with new 
operational and maintenance requirements.923 

                                                 
 
922  Jemena, Access arrangement information, August 2009, pp. 84, 93. 
923  Jemena, Access arrangement information, August 2009, p. 81 and Jemena, Access arrangement 

information, August 2009, appendix 6.3. 
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In its submission, the EMRF provides an analysis of Jemena’s proposed step 
changes.924 The EMRF submits that only exogenous costs (such as safety 
requirements)925 should be approved.926 In particular, the EMRF considers that there 
should be no substantive step changes resulting from the imposition of industry 
specific laws and regulations as these were in operation during the earlier access 
arrangement period.927 

The Wilson Cook report discusses whether sufficient consideration is given to 
operating efficiencies in forecasting operating expenditure. The Wilson Cook report 
concludes that the methodology proposed by Jemena starting with base year costs to 
which cost escalators and step changes are applied, does not explicitly take into 
account efficiency improvements or potential cost savings and is likely to lead to a 
forecast of operating expenditure above an efficient level.928 

The Wilson Cook report also notes the following: 

 in a competitive market, businesses do not normally add to their own costs unless 
they are satisfied that there is a benefit to customers in terms of the product 
delivered or to the business in terms of efficiency. Regulation presumably ought 
to provide similar incentives for regulated businesses. 

 businesses are dynamic, with variations occurring from year to year. Such 
variations ought not to form the basis of a proposal for a step change as the effect 
would be to allow costs to be passed on readily in contravention of the efficiency 
objective of the regulatory framework.929 

The Wilson Cook report sets out criteria that it considers should be met before a step 
change is accepted. The Wilson Cook report describes two issues that should be 
considered by the AER in parallel to the criteria: (i) the base year expenditure should 
be adjusted for abnormal or one-off items; and (ii) the proposed step changes should 
not duplicate any allowance for workload escalation of inflation that separately apply. 
The Wilson Cook report step change criteria is as follows:930 

For a step change to be accepted, the business should then be able to 
demonstrate that: 

(a) it is related to a fundamental change in the business environment 
arising from external factors or offset by cost efficiencies in other areas; or 

(b) it is attributable to the imposition of new or changed obligations due to 
external factors including, if relevant, mandated improvements in service 
levels (an extension of the interpretation of (a) above); or 

                                                 
 
924  EMRF, Submission to the AER, 9 November 2009, pp. 39, 40.  
925  EMRF, Submission to the AER, 9 November 2009, p. 39. 
926  EMRF, Submission to the AER, 9 November 2009, p. 40. 
927  EMRF, Submission to the AER, 9 November 2009, p. 14. 
928 Wilson Cook report, p. 30. 
929  Wilson Cook report, p. 29. 
930  Wilson Cook report, p. 30. 
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(c) it is of a type that will improve (as opposed to maintain) service levels 
voluntarily as opposed to being mandated – in respect of which customers’ 
willingness-to-pay for the improved service should be demonstrated (a further 
extension of the first criterion); or 

(d) it will bring cost savings or benefits to customers – in respect of which, 
the business should be able to demonstrate that: (i) it is continually looking 
for better ways of using its resources and improving its processes and systems 
to improve service levels or achieve cost efficiencies; (ii) it has defined the 
savings and benefits in terms of their nature and the expected time if their 
realisation; and (iii) where the savings and benefits are quantifiable, they have 
been quantified in sufficient detail for cost-benefit analyses to be prepared 
and that the cost-benefit analyses justify the investment; or  

(e) alternatively, if it does not meet any of these criteria, the business has 
demonstrated that it will continue to operate efficiently as a whole, despite the 
cost increase. 

The AER considers that the criteria proposed in the Wilson Cook report are an 
effective means by which the proposed step changes can be tested against the 
requirements of r. 91 the NGR, and in particular, whether they are consistent with the 
lowest sustainable cost of delivering pipeline services. Accordingly, the AER has 
applied the criteria in its assessment of Jemena's proposed step changes. 

With regard to the proposed step changes that include additional full time employees 
(FTEs) the Wilson Cook report considers that Jemena provides no evidence to 
demonstrate that:  

(1)  the additional employees are needed exclusively for tasks related to 
the step changes;  

(2)  that it is not possible for the work to be undertaken by existing staff 
by re-prioritisation or re-allocating their tasks; or  

(3)  that the proposed additional staff will not fill other un-stated 
functions as well. To the contrary, the Wilson Cook report931 notes 
that Jemena states that: 932 

JAM resources support multiple assets and that common resources are used to 
provide these services. 

The Wilson Cook report further states its concern that there is no history of time 
recording and associated analysis to track and monitor time allocation within JAM, 
yet Jemena seeks to provide an assurance of efficient labour use and an assessment of 
additional labour unit requirements. 933 

In summarising its assessment of the proposed step changes the Wilson Cook report 
concludes that: 

                                                 
 
931 Wilson Cook report, p. 31.  
932 Jemena, Response to AER Questions, 16 November 2009, question. 14. 
933 Wilson Cook report, p. 31.  
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 the absence of substantiated forecast costs could be considered a ground for 
rejecting most or all of the proposed step changes 

 in several cases the level of additional labour proposed fails to take into 
account possible efficiencies within the business and its related parties and 
failed to demonstrate that no such efficiencies were possible 

 no detailed assessment of labour requirements generally within the business 
and its related parties had been provided in support of the stated need for 
additional FTEs 

 the proposed increases in FTEs should not be assessed in isolation [from the 
underlying base year's expenditure] and that they should be reduced in the 
absence of adequate substantiation of need 

 where reductions were recommended because of insufficient data was 
provided to make a calculation, an amount between the upper bound (the 
amount proposed by Jemena) and the lower bound (rejection, based on 
inadequate substantiation of need or cost) was considered reasonable.934 

AER's conclusion on proposed step changes 
The AER's consideration of each of Jemena's proposed step changes (including the 
application of the criteria proposed in the Wilson Cook report) is discussed below and 
is summarised in Table 9.5. Except where noted and for the reasons discussed, the 
AER agrees with the Wilson Cook report's reasoning and recommendation to accept, 
amend or reject each of the proposed step changes. As it outlines below, the AER 
considers that the proposed costs do not meet the operating expenditure criteria as set 
out in r. 91 of the NGR, have not been arrived at on a reasonable basis and in some 
instances do not represent the best estimate possible in the circumstances as required 
by r. 74(2) of the NGR.  

Jemena is required to amend its forecast operating expenditure as set out in Table 9.5. 

                                                 
 
934 Wilson Cook report p. 36. 



 

 196

Table 9.5: Jemena's step changes 

Proposed step 
change 

Proposed 
annual cost 

($) 

Additional 
FTEs 

Cost 
attributed to 

additional 
FTEs ($) 

AER's 
conclusion 

AER's 
assessment 

of annual 
costs($) 

Formal safety 
assessments 400 000 2 220 000 amend 90 000 

Safety management 
studies for primary 
mains and trunks 

300 000 2 240 000 amend 30 000 

Effects of upstream 
changes in pipeline, 
shipper and producer 
actions 

20 000   reject 0 

Increase in staff 
(JAM) training 400 000   reject 0 

Implementation of 
STTM 300 000 2 300 000 reject 0 

'Gas Make Whole' 
project 90 000 0.9 90 000 reject 0 

Additional activities 
on regulatory 
accounts 

50 000 0.3 30 000 reject 0 

Inspection of 
exposed mains 500 000   accept 500 000 

Repair of exposed 
mains 400 000   accept 400 000 

Mains encroachment 125 000 1 125 000 reject 0 

Painting (re-coating) 
of receiving, 
regulating and off-
take stations a 

520 000   reject 0 

Pressure vessel 
repairs 300 000   amend 150 000 

Existing water bath 
heater overhauls 60 000   reject 0 

Future water bath 
heater sites 113 000   reject 0 

Additional telecom. 
costs associated with 
increased volume of 
special readings 

37 000   reject 0 
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Total ($2009) 3 615 000  1 005 000  1 170 000 

Total ($2010) 3 705 375 b  1 030 125 b  1 211 860 c 

Preparation of 
materials for 
ongoing compliance 
with NGR data 
requirements 

152 000 0.33 152 000 reject 0 

AMA contract 
management 273 000 2.5 273 000 reject 0 

Total ($2010) 4 130 375 11.03 1 455 125  1 211 860 c 

Source:  Jemena, Access arrangement information, August 2009, appendix 6.3 and Wilson Cook report p. 37. 
a:  Includes trunk receiving stations (TRS), primary regulating stations (PRS) and packaged off-take 

 stations (POTS).  
b:  The inflation factor applied by Jemena is 2.5 per cent.  
c:  This is the AER’s assessment of the total step change cost for 2009–10. For subsequent years of the 

 access arrangement period this cost is escalated by the AER’s approved cost escalators. 

Safety assessments and safety management studies 
Jemena proposes that it will undertake workshops on safety management studies and 
formal safety assessments to meet its technical regulation obligations under the 
Australian Standards for gas pipelines (AS2885.1 and AS4645).935 

The Wilson Cook report considers that while the need for safety assessments and 
safety management studies is well established and workshops are an appropriate tool, 
it questions the need for additional FTEs proposed to conduct these workshops. 
Further, the Wilson Cook report considers there is no evidence to demonstrate that 
additional employees are required for these tasks or that the proposed additional staff 
will not fill other un-stated functions as well. It is possible for the work to be 
undertaken by existing staff through re-prioritisation or re-allocation of their tasks.936 

The Wilson Cook report also states that Jemena does not provide a detailed 
substantiation of the daily rates per head for the proposed workshops. It considers that 
if the rates relate to wages, salaries, on-costs or overheads, then these costs would 
already have been recovered through the WOBCA or through the budget for operating 
and maintenance expenses. If, however, the costs relate to the incidental costs of 
running the workshops, the Wilson Cook report states that the proposed cost of 
$0.25 million ($2009) per annum appears excessive.937 

The Wilson Cook report recommends that the workshop costs be adjusted by 
removing the additional FTE cost and in the absence of better information, reducing 
the allowance for incidental workshop costs.938 

Impacts stemming from pipeline operators, producers and shippers 

                                                 
 
935  Jemena, Access arrangement information, August 2009, appendix 6.3, pp. 5, 6. 
936  Wilson Cook report p. 32. 
937  Wilson Cook report p. 32. 
938  Wilson Cook report, p. 32. 
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Jemena submits that there has been an observed step change in the number of supply 
management incidents that are likely to be attributed to JAM no longer managing 
upstream gas transmission pipelines, and the introduction of ring fencing. It submits 
that this has changed the end-to-end management of both gas transmission and the 
Jemena network incident responses.939 

The Wilson Cook report considers that if this proposed step change is driven by 
external factors then it might meet the criteria for a step change.940 

The AER considers that this proposed step change should be accepted in principle as 
it is the result of what appears to be a commercial decision made in response to 
external factors. However, the AER considers that Jemena has not substantiated these 
costs and is unable to verify that the forecasts represent the best estimate arrived at on 
a reasonable basis as required by r. 74 of the NGR. In the absence of further 
substantiation by Jemena, the proposed step change is rejected. 

JAM staff training 
Jemena proposes that it will incur a step change in its forecast operating expenditure 
due to staff training about the business's safety and operational plan, its occupational 
health and safety obligations and its environmental obligations.941  

As noted in the Wilson Cook report, Jemena advised that this work had been 
out-sourced by the previous owner of the business and that as the results were 
considered unsatisfactory it was decided to re-build an internal team for this 
purpose.942 The Wilson Cook report states that this step change might not be 
permanent, or that it might reduce over time and that it includes an element of catch-
up.943 

The Wilson Cook report also notes that Jemena provides no composition of these 
training costs, any indication as to whether the costs are only temporary or will be 
sustained indefinitely or if there are any savings from improvements made resulting 
from this training. Also, the Wilson Cook report considers that it is not clear that this 
training is driven by external factors. The AER notes that the other step change 
criteria have not been met. For these reasons the Wilson Cook report recommends that 
this step change should not be accepted.944 

Short term trading market 
Jemena submits that the introduction of the STTM will incur increased commercial 
management costs in the form of new balancing costs, increased likelihood of new gas 
supply arrangements and increased interface management.945 

                                                 
 
939  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 6. 
940  Wilson Cook report, p. 31. 
941  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 6. 
942  Wilson Cook report, p. 32. 
943  Wilson Cook report, p. 32. 
944  Wilson Cook report, p. 32. 
945  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 7. 
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As this proposed step change is driven by external factors it may meet the criteria for 
accepting a step change. However, the AER notes that the cost of this proposed step 
change relates to the cost for additional FTEs. As discussed earlier, the Wilson Cook 
report and the AER question the need for additional FTEs without further 
substantiation and reconciliation of these and other costs proposed in connection with 
the introduction of the STTM. Further, the AER cannot determine whether relevant 
labour costs are already included in the proposed operating expenditure forecasts. 

Gas make whole project 
Jemena submits that the change in ownership of its business and the separation of 
some of its functions have resulted in additional operating costs incurred by Jemena 
for its customer and maintenance management IT system.946 

The Wilson Cook report suggests that these costs may not be permanent or that they 
may reduce over time and there may be savings elsewhere in the organisation to allow 
existing staff to deal with part or all of these tasks. Also the Wilson Cook report notes 
its concern as previously discussed with regard to an additional FTE whereby existing 
staff may deal with part or all of any such related tasks. Therefore the Wilson Cook 
report recommends that this step change is removed because it appears to relate to an 
internal and transitional matter and does not appear to meet the criteria for accepting a 
step change.947 

Regulatory requirements under the NGR  
Jemena proposes two step changes for regulatory costs in relation to annual 
information and reporting requirements under the NGR. The total cost of these step 
changes is $202 000 ($2009–10) per annum.948 

The Wilson Cook report notes that the cost of this proposed step change is related to 
the partial addition of a FTE and that its concerns with regard to additional FTEs 
apply.949 

While the AER understands that there may be some additional costs associated with 
the transition from the Code to the NGL, the AER considers that these costs are at 
most, likely to be incremental. The requirements for preparing and maintaining 
regulatory accounts for each covered pipeline and reporting ring fencing obligations 
has not changed markedly under the NGL. Any augmentation by the AER for the 
reporting of information during the access arrangement period would reduce 
compliance and regulatory costs as information would be maintained throughout the 
access arrangement period to meet the information requirements of the next access 
arrangement revision proposal. The Wilson Cook report has concerns about the nature 
of these step changes. Further, the AER considers that maintaining information 
throughout the access arrangement period will likely reduce the costs of preparation 
of the access arrangement proposal for the next access arrangement period. Therefore, 
the AER considers that these costs should be removed. 

                                                 
 
946  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 8. 
947  Wilson Cook report, p. 33. 
948 Jemena, Access arrangement information, August 2009, appendix 6.3, pp. 9, 14. 
949 Wilson Cook report, p. 33. 
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Inspection of exposed mains 
Jemena proposes to increase the inspection of exposed mains as the present inspection 
methods are considered to be ineffective.950 

The Wilson Cook report notes that the reason for this step change is plausible but 
questions the proposed costs. It considers that Jemena has not substantiated its cost 
estimate and that the circumstances suggest an element of 'catch-up' suggesting that 
the step change should reduce over time. The Wilson Cook report notes that the 
proposed step change is not driven by external factors. However, it also notes that an 
argument could be made that the proposed step change will lead to an improvement in 
service levels (as opposed to maintaining them) and in turn comply with the proposed 
step change criteria. In conclusion the Wilson Cook report recommends that this step 
change be accepted.951 On balance, the AER accepts the recommendation in the 
Wilson Cook report. 

Repairs to exposed mains 
Jemena submits that given the proposed increase in inspections of exposed mains it 
anticipates additional repair work arising from these inspections.952 

The Wilson Cook report considers that Jemena has not substantiated the proposed 
costs associated with this step change. It is not able to reconcile the need for repair at 
only three major sites with the large number of inspections cited in support of the 
previous step change. Also the Wilson Cook report notes that the circumstances 
suggest an element of 'catch-up' suggesting that the step change ought to decline over 
time. Nonetheless, as with the preceding step change, the Wilson Cook report notes 
that the proposed step change is not driven by external factors. It recommends 
accepting the step change on the basis that an argument could be made that the 
proposed step change will lead to an improvement in service levels (as opposed to 
maintaining them) and in turn comply with the proposed step change criteria.953 On 
balance, the AER accepts the recommendation in the Wilson Cook report. 

Encroachment 
Jemena proposes a step change for the encroachment of urban development on the 
trunk and primary main routes.954 

The Wilson Cook report considers that it is unclear whether this step change 
constitutes a new item for the business as opposed to 'business as usual'. It considers 
that if this item can be considered as 'business as usual' then the allowances for 
growth955 in the escalation of the operating and maintenance costs are sufficient 
without the need for this step change. Also, the Wilson Cook report notes its concern 
as previously discussed with regard to an additional FTE and that there is no mention 
of any savings that might be effected elsewhere in the organisation to allow existing 
staff to deal with part or all of any such related tasks. In conclusion, the Wilson Cook 
                                                 
 
950  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 9. 
951  Wilson Cook report, pp. 33–34. 
952  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 10. 
953  Wilson Cook report, p. 34. 
954  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 10. 
955  See discussion of network growth affects on forecast operating expenditure in section 9.6.4.8. 
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report recommends that this step change should not be accepted because it does not 
meet the criteria for accepting a step change.956 

Painting of receiving, regulating and off-take stations 
Jemena proposes a step change related to the re-coating of external surfaces of trunk 
receiving stations, primary regulating stations and packed off-take stations. Jemena is 
proposing to recoat 40 out of a total of 80 sites over the access arrangement period.957 

The Wilson Cook report considers that the reason for this step change is plausible but 
that the forecast operating expenditure estimates include internal support costs that 
may be recovered through the WOBCA. Also it notes that Jemena has not stated that 
the proposed costs are net of the cost of the spot repair programme that Jemena 
presently undertakes which are accounted for in the base year operating costs. In 
conclusion the Wilson Cook report recommends that this step change should not be 
accepted because it is not clear that this is a matter that is driven by external factors or 
that it will improve service levels (as opposed to maintaining them) and does not 
appear to meet the criteria for accepting a step change.958  

Pressure vessel repairs 
Jemena submits that it is required to remove aging pressure vessels from seven 
previously inaccessible sites.959 

The Wilson Cook report notes that Jemena has not substantiated its cost estimate for 
this proposed step change and that the circumstances suggest that the step change 
might reduce over time in light of further experience. Also it considers that the matter 
appears to be related to external causes in part and therefore partially meets the 
criteria for accepting a step change. In conclusion, the Wilson Cook report 
recommends that this step change should be accepted at a reduced level in the absence 
of detailed information.960 

Water bath heaters 
Jemena proposes two step changes related to the six monthly overhaul of existing 
WBHs and the inspection and the overhaul of new WBHs to be installed during the 
access arrangement period.961 

The Wilson Cook report notes that Jemena has not substantiated its cost estimate for 
these proposed step changes and that because assets of this type are already installed 
in Jemena's network, it considers that the allowance for growth in the escalation of the 
operating and maintenance costs are sufficient without the need for these step 
changes. In conclusion, the Wilson Cook report recommends that these step changes 
should not be accepted.962 

                                                 
 
956  Wilson Cook report, p. 34. 
957  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 11. 
958  Wilson Cook report, pp. 34–35. 
959  Jemena, Access arrangement information, August 2009, appendix 6.3, pp. 11, 12. 
960  Wilson Cook report, p. 35.  
961  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 14. 
962  Wilson Cook report, p. 35. 
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Costs related to special meter readings 
Jemena submits that as a result of changes to the retail environment it has experienced 
a considerable increase in the number of special meter readings in the last year 
compared to previous years.963 

The Wilson Cook report states that if this proposed step change is driven by external 
factors then it might meet the criteria for accepting a step change. However, the 
Wilson Cook report also notes its concern as previously discussed with regard an 
additional FTE in this cost increase.964 Further, the AER notes that these costs may 
already be reflected in the base year incurred expenditure. 

AMA contract management 
Jemena submits that the new AMA with JAM will require active management and 
that additional resources will be required for this task.965 

The Wilson Cook report questions the necessity and cost efficiency of proposing two 
additional FTEs for managing this contract, given its stated simplicity and 
transparency and the other overheads proposed in relation to the AMA. It notes that 
there is no indication as to whether the costs will be sustained indefinitely or only 
temporarily. Also the Wilson Cook report notes its concern as previously discussed 
with regard to additional FTEs. In conclusion the Wilson Cook report recommends 
that this step change should not be accepted because it does not meet the criteria for 
accepting a step change.966 

The AER agrees with the Wilson Cook report's reasoning and recommendation to 
remove the proposed step change for the AMA contract management. Further, the 
AER questions whether this strategy, if driven by the Jemena Group, is shareholder in 
nature, that is, relates to the corporate and organisational structure of the Jemena 
Group and not the delivery of pipeline services so should therefore not be borne by 
users.  

9.6.4.8 Network growth 

Jemena submits that many of its operating activities and costs are forecast to grow in 
line with demand, including outsourced operating and maintenance activities which 
are driven by increases in customer connections and UAG and carbon costs which are 
a function of gas consumption.967 

Jemena’s proposed operating and maintenance costs are based on volumes of work 
orders arising from the National Institute of Economic and Industry Research’s 
(NIEIR) forecast customer numbers and the market expansion capital expenditure 
plan. Jemena proposes that its and JAM's indirect costs will not grow as a 
consequence of increases in customer connections.968 Jemena also proposes a 'gas 

                                                 
 
963  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 14. 
964  Wilson Cook report, p. 35. 
965  Jemena, Access arrangement information, August 2009, appendix 6.3, p. 15. 
966  Wilson Cook report, pp. 35–36. 
967  Jemena, Access arrangement information, August 2009, p. 81. 
968  Jemena, Access arrangement information, August 2009, p. 81. 



 

 203

demand and IT work growth' escalator to be applied to the IT component of operating 
and maintenance costs.969 

The AER considers it appropriate that Jemena’s forecast operating expenditure is 
adjusted for network growth. Jemena presented an overview of its model that is used 
to estimate volumes of work orders to Wilson Cook and the AER at a meeting on 16 
October 2009.  

The AER notes that Jemena's proposed network growth may be affected by two other 
elements of this draft decision: (i) the reduction to the capital expenditure forecast; 
and (ii) the increase to the demand forecast. The AER notes that these changes are 
likely to offset each other to some degree. 

Notwithstanding the AER's assessment of the proposed base year costs, the AER 
considers that the approach taken by JAM to adjust Jemena’s forecast expenditure to 
account for work orders arising from forecast customer numbers and the capital 
expenditure plan has been arrived at on a reasonable basis. 

9.6.4.9 Cost escalators 

For the reasons outlined in chapter 3, the AER is not satisfied that the proposed cost 
escalators comply with the requirements of r. 91 of the NGR and r. 74(2) of the NGR. 
As a result the AER requires Jemena to amend its forecast operating expenditure by 
applying the real cost escalators set out in amendment 9.1. The AER considers that, 
these escalators should be updated in the final decision to allow for consideration of 
changes in economic circumstances and updated data and meet the relevant rule 
requirements. 

9.6.4.10 Summary of base year roll forward forecasts 

Table 9.6 sets out the AER's draft decision on the expenditure categories forecast 
using a base year roll forward approach. 

                                                 
 
969  Jemena, Access arrangement information, August 2009, appendix 7.2, p. 17 (confidential). 
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Table 9.6: Summary of base year roll forward forecasts ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Operating and maintenance       

Base cost (net of one-off costs 
in base year) 68.7 68.7 68.7 68.7 68.7 343.5 

Expenditure transferred from 
capital expenditure a 4.5 5.4 5.1 4.8 3.7 23.5 

Step changes 1.2 1.2 1.2 1.3 1.3 6.2 

Network and IT growth 0.2 1.1 2.6 2.8 3.6 10.3 

Escalation 1.5 1.9 2.7 3.8 4.9 14.8 

Site remediation b 0.0 0.0 0.0 0.0 0.0 0.0 

Reduction in base IT 
component c 3.6 3.6 3.6 3.6 3.6 17.8 

Total operating and 
maintenance costs 72.5 74.8 76.8 77.9 78.5 380.5 

Administration and overhead       

Base cost (net of one-off costs 
in base year) 21.3 21.3 21.3 21.3 21.3 106.7 

Step changes 0.0 0.0 0.0 0.0 0.0 0.0 

Escalation 0.4 0.6 0.8 1.1 1.4 4.3 

Total administration and 
overhead 21.8 21.9 22.1 22.4 22.7 111.0 

Total base year roll forward 
forecast 94.3 96.6 98.9 100.3 101.3 491.4 

Source:  Jemena's operating expenditure forecast model as amended by the AER. 
a:  This matter is considered in section 9.6.5.2. 
b:  Site remediation has been forecast using a year-by-year specific approach and 

is considered in section 9.6.5.1.  
c: Jemena indicated that the reduction in base IT costs in its operating expenditure 

forecast model is an error. As previously noted, corrections to Jemena's access 
arrangement proposal may be considered as part of its revised access 
arrangement proposal to be submitted after the AER's draft decision. 

9.6.5 Specific year-by-year forecasts 
The AER’s analysis and consideration of Jemena’s specific year by year forecasts is 
discussed below. With the exception of site remediation and marketing, the year-by-
year specific forecasts are for cost categories generally considered to be 'non-
controllable costs'.  



 

 205

9.6.5.1 Site remediation costs (a component of operating and maintenance 
expenditure) 

Jemena proposes to include site remediation costs970 in its forecast operating and 
maintenance expenditure.971 Jemena submits that the nature of these costs and the 
justification for these costs are confidential.972 The AER notes that site remediation 
costs include a margin that is included as part of the operating and maintenance 
expenditure that reflects JAM’s services to Jemena under the AMA (as they relate to 
operating expenditure).973 

The AER considers that the proposed expenditure for site remediation does not meet 
the requirements of the NGL974 and NGR. Under r. 69 and r. 91 of the NGR operating 
expenditure is an expenditure incurred in the provision of pipeline services. Pipeline 
services are defined as haulage services, services for the interconnection of pipelines 
and ancillary services associated with haulage services, but does not include the 
production, sale or purchase of natural or processed gas.975 The AER considers that 
the proposed operating expenditure relates to the activities of c-i-c undertaken in an 
earlier access arrangement period by a former owner of the c-i-c site and not to the 
provision of pipeline services in the access arrangement period.  

Given the above considerations, the AER does not propose to approve the site 
remediation costs proposed by Jemena and requires Jemena to amend its access 
arrangement proposal and information as outlined in amendment 9.6.  

9.6.5.2 Proposed capital expenditure that the AER has included as operating 
expenditure (a component of operating and maintenance expenditure)  

Jemena proposes to include expenditure for integrity digs and pigging, and for ad hoc 
mains and service renewals within its forecast capital expenditure program. 
Consistent with the recommendation in the Wilson Cook report, the AER considers 
that this expenditure should be included as operating expenditure rather than capital 
expenditure as no asset is created and the remaining life of existing assets is not 
expected to change as a result of the expenditure.976 Table 9.7 sets out the expenditure 
that the AER considers should be added to Jemena's forecast operating expenditure. 

 

 

                                                 
 
970  Jemena submits that due to legislative changes to the Contaminated Land Management Act 1997 NSW it 

has incurred liabilities with regard to the contamination of former gasworks sites it currently owns or 
leases. As a result Jemena is proposing remediation works at these contaminated sites which is forecast to 
cost $5.1 million ($2009–10) over the access arrangement period (confidential). 

971  Jemena, Access arrangement information, August 2009, p. 93. 
972  Jemena, Access arrangement information, August 2009, pp. 93–96 (confidential). 
973 Jemena, Access arrangement information, August 2009, p. 93 (confidential). 
974  NGL s. 2 
975  NGL, s. 2. 
976  Wilson Cook report, pp. 58, 62–63. 
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Table 9.7: Capital expenditure reclassified as operating expenditure ($m, real, 
2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Facilities renewal and 
upgrade – integrity digs 
and pigging 

2.9 3.8 3.4 3.2 2.0 15.3 

Mains and services 
renewals – ad hoc mains 
and services renewals 

1.6 1.6 1.6 1.7 1.7 8.2 

Total 4.5 5.4 5.1 4.8 3.7 23.5 

Source:  Jemena, Access arrangement information, August 2009, appendix 7.6 and 
Jemena, Response to AER 2 December 2009 questions – Tranche 2. 

9.6.5.3 Marketing costs 

Jemena submits that it changed its marketing strategy during the earlier access 
arrangement period from an incentive based approach targeted at NSW retailers, to 
the generic promotion of the use of natural gas. Jemena submits that it changed its 
strategy because the earlier approach was becoming less effective.977 Jemena received 
a larger allowance than it spent during the earlier access arrangement period.978 In this 
context, the AER considers it appropriate that Jemena has re-visited its marketing 
strategy. 

Jemena’s proposed forecast operating expenditure for marketing is $41.0 million 
($2009–10) over the access arrangement period. This is well above the actual and 
estimated marketing expenditure incurred over the earlier access arrangement period 
of $25.7 million ($2009–10).979 The AER also notes that over the access arrangement 
period, Jemena’s marketing expenditure is forecast to remain constant in real terms.980 

The AER considers that the significant underspend of Jemena’s approved marketing 
expenditure over the earlier access arrangement period represents a windfall gain to 
Jemena rather than an improved operating efficiency as submitted by Jemena.981 
Jemena’s mischaracterisation of the marketing underspend as improved operating 
efficiencies has been identified in the EMRF submission, which anticipates that 
further efficiencies of this order can be achieved in the access arrangement period.982 
However, excluding the category of marketing, Jemena’s total operating expenditure 

                                                 
 
977  Jemena, Access arrangement information, August 2009, p. 87. 
978  The IPART had approved marketing expenditure of $98.1 million ($2009–10) while Jemena expects to 

spend only $25.7 million ($2009–10) during the earlier access arrangement period. See Jemena, Access 
arrangement information, table 4.7, p. 47 for further information. 

979  Jemena, Access arrangement information, August 2009, pp. 47, 84. 
980  Jemena, Access arrangement information, August 2009, p. 84. 
981  Jemena, Access arrangement information, August 2009, p. 75. 
982  EMRF, Submission to the AER, 9 November 2009, p. 9. 
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actually exceeded the operating expenditure approved by the IPART in the earlier 
access arrangement period.983  

In the context of this significant marketing underspend in the earlier access 
arrangement period and the lack of justification for an increase above the actual 
expenditure incurred in the base year, the AER considers that the proposed marketing 
expenditure is not consistent with r. 91 of the NGR. Therefore, the AER considers 
that Jemena’s marketing expenditure should be maintained in real terms at the level of 
the estimated expenditure incurred in 2008–09 (i.e. $6.5 million ($2009–10)) for each 
year over the access arrangement period. This approach is consistent with the AER's 
approach for the base year roll forward costs. The AER notes that 2008–09 was the 
first full year in which Jemena’s new marketing strategy was in place.984 As such, the 
AER considers that the 2008–09 incurred marketing expenditure is the best possible 
estimate985 of expenditure attributed to this marketing strategy over the following 
years of the access arrangement period. 

The AER does not consider that Jemena’s forecast marketing expenditure is 
consistent with r. 91 of the NGR and r. 74(2) of the NGR and requires Jemena to 
amend its forecast marketing operating expenditure as set out in amendment 9.4. 

9.6.5.4 Government levies 

Government levies comprises the NSW mains tax986 and the licence fee (or 
authorisation fee) payable to the IPART to recover regulatory costs.987 

The AER notes that when compared to the earlier access arrangement period 
Jemena’s total expenditure on government levies over the access arrangement period 
will be $2.7 million ($2009–10) or 14.5 per cent lower in real terms.988 This 
expenditure is forecast to remain constant in real terms over the course of the access 
arrangement period.989 This is primarily because of the different regulatory 
framework and consequential funding arrangements in place in the access 
arrangement period. 

The AER considers that Jemena’s forecast expenditure related to government levies 
meets the operating expenditure criteria as required by r. 91 of the NGR and has been 
arrived at on a reasonable basis and represents the best forecast or estimate possible in 
the circumstances, as required by r. 74(2) of the NGR.  

                                                 
 
983  Jemena, Access arrangement information, August 2009, p. 47. 
984  Jemena, Access arrangement information, August 2009, p. 87. 
985  As required by r. 74 of the NGR. 
986  The AER notes that the majority of Jemena’s forecast government expenditure is resulting from the NSW 

mains tax (confidential). 
987  Jemena, Access arrangement information, August 2009, p. 86. 
988 Jemena, Access arrangement information, August 2009, pp. 47, 84. 
989 Jemena, Access arrangement information, August 2009, p. 84. 
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9.6.5.5 Unaccounted for gas 

UAG is defined by Jemena as the difference between the total volume of gas received 
into the network and the total quantity delivered to customers.990 Jemena submits that 
it currently buys replacement gas through competitive tender. However for the access 
arrangement period, Jemena is proposing to replace or supplement this process with 
purchases made through the STTM.991 

Jemena submits that it is retaining the fixed target level of 2.1 per cent of total gas to 
calculate UAG volumes approved by the IPART in the earlier access arrangement 
period. Jemena submits that over the past three years reported UAG levels averaged 
2.4 per cent which has resulted in financial loss to Jemena and992 therefore a UAG 
level of up to 2.7 per cent is appropriate. Jemena provides confidential information 
about the factors contributing to UAG.993 It submits that these factors support its 
contention that UAG levels below 3 per cent are outside Jemena’s control.994 

Jemena proposes that to allow for a degree of flexibility actual UAG volumes that fall 
in a target range of 2.1 per cent to 2.7 per cent be compensated for in the annual tariff 
variation mechanism.995  

The AER acknowledges that Jemena has made some progress in reducing its level of 
UAG largely attributed to the ‘gold lining’ project where old cast iron mains were 
lined with plastic.996 The EMRF submits that it would expect significant reductions in 
UAG due to the planned meter replacement program997 and raises doubts about the 
outcomes of the program if these savings do not occur.998 

The AER engaged Wilson Cook to review the level of UAG forecast for Jemena’s 
network. The Wilson Cook report concludes that given that the network has been 
substantially rehabilitated the best estimate of UAG levels expected over the access 
arrangement period is the actual level of UAG reported over the earlier access 
arrangement period.999 

On this basis the Wilson Cook report recommends a forecast UAG level of 2.34 per 
cent which is the arithmetic average of actual UAG levels reported for the last five 
years.1000 

                                                 
 
990  Jemena, Access arrangement information, August 2009, p. 88. 
991   Jemena, Access arrangement information, August 2009, p. 89. 
992  Jemena, Access arrangement information, August 2009, p. 89. 
993  Jemena, Access arrangement information, August 2009, appendix 6.8: UAG target rate (confidential). 
994  Jemena, Access arrangement information, August 2009, p. 89. 
995  Jemena, Access arrangement information, August 2009, pp. 90, 209. 
996 EMRF, Submission to the AER, 9 November 2009, pp. 48–49. 
997  The AER notes that Jemena’s proposed meter replacement program is to fulfil its technical regulation 

obligations and it is not a discretionary expenditure item. 
998  EMRF, Submission to the AER, 9 November 2009, p. 43. 
999  Wilson Cook report, p. 74. 
1000  Wilson Cook report, p. 74. 



 

 209

Jemena has forecast UAG costs assuming a level of 2.1 per cent on the basis that it 
could recover costs if actual levels are within a target range that extends up to 
2.7 per cent through a tariff variation mechanism. As discussed in chapter 13, the 
AER has not accepted the proposed UAG target range. As a result, the forecast UAG 
costs must represent the best estimate possible in the circumstances as required by 
r. 74 of the NGR. 

The AER agrees with the Wilson Cook report’s recommendation of a UAG forecast 
level of 2.34 per cent as it is a fair representation of Jemena’s actual UAG levels 
observed in recent years. The AER considers that the recommended forecast level of 
UAG in the Wilson Cook report represents a reasonable basis to determine the best 
estimate or forecast possible in the circumstances, as required by r. 74(2) of the NGR. 

With regard to the price of gas used to calculate the forecast cost of UAG, Jemena 
submits that it has used forecast wholesale NSW gas prices taken from an 
ACIL Tasman (ACIL) report1001 prepared for the National Electricity Market 
Management Company (NEMMCO).1002 The average of these forecast wholesale gas 
prices is $5.50 per gigajoule (GJ) ($2009–10) over the access arrangement period.1003  

The AER considers that ACIL’s forecast wholesale gas prices represent a reasonable 
basis to determine the best estimate or forecast possible in the circumstances, as 
required by r. 74(2) of the NGR.1004  

The AER notes that Jemena’s forecast UAG costs are expected to remain relatively 
constant in real terms over the access arrangement period.1005 

The AER also notes that submissions were received from AGL1006 and 
EnergyAustralia1007 regarding the unit cost for UAG and whether it should be 
measured against the cost of gas purchased through the STTM. As these submissions 
relate to the pass through of actual UAG costs the AER considers these submissions 
in chapter 13. 

Given the change to the forecast UAG level discussed above, the AER has estimated 
Jemena’s forecast UAG costs over the access arrangement period as set out in Table 
9.8. This estimate is derived from: 

                                                 
 
1001  ACIL, Fuel resource, new entry and generation costs in the NEM, Final report, April 2009, p. 23. 
1002  Jemena, Access arrangement information, August 2009, pp. 89–90. 
1003  Average price calculated from forecast wholesale gas prices as presented in Jemena, Access arrangement 

proposal, August 2009, p. 78. 
1004  The AER used forecast wholesale gas prices from this ACIL report to calculate UAG costs in its recent 

draft decisions for the Country Energy Wagga Wagga natural gas distribution network and the ActewAGL 
ACT, Queanbeyan and Palerang gas distribution network access arrangement proposals. 

1005  Jemena, Access arrangement information, August 2009, p. 84. 
1006  AGL, Submission to the AER, 10 November 2009, p. 5. 
1007  EnergyAustralia, Submission to the AER, 10 November 2009, p. 9. 
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 ACIL's total demand forecast1008, which the AER considers to have been arrived 
at on a reasonable basis and represents a best estimate or forecast possible in the 
circumstances, as required by r. 74(2) of the NGR. This is discussed in chapter 11 

 a forecast level of UAG of 2.34 per cent1009  

 a UAG quantity calculated from ACIL’s total demand forecast and a forecast level 
of UAG of 2.34 per cent  

 ACIL’s forecast wholesale NSW gas prices (delivered to Wilton)1010 sourced from 
a report prepared for NEMMCO.1011  

Table 9.8: Unaccounted for gas (units as stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Total demand forecast 
including UAG (TJ)  100 837 102 194 103 595 104 813 105 888 517 327 

Forecast UAG (%)  2.34 2.34 2.34 2.34 2.34  

UAG quantity (TJ) = Total 
system demand x forecast 
UAG 

2360 2391 2424 2453 2478 12 105 

Delivered gas price ($/GJ) 
($2009–10) 5.54 5.50 5.48 5.49 5.51  

Total UAG costs ($m, real 
2009–10) = UAG quantity x 
delivered gas price / 1000 

13.1 13.2 13.3 13.5 13.7 66.6 

Source: ACIL, Review of demand forecasts for Jemena Gas Networks NSW, 
2 February 2010, pp. 32, 37, the AER’s estimated forecast UAG level; For new 
CCGT NCEN, ACIL, Fuel resource, new entry and generation costs in the 
NEM, Final report, April 2009, p. 69. 

The AER requires Jemena to amend its forecast UAG costs as outlined in 
amendment 9.4. Further, the AER notes that Jemena is proposing an adjustment to its 
annual tariff variation formula so that takes the difference between forecast and actual 
costs associated with UAG into account. As discussed in chapter 13, the AER does 
not approve this proposed adjustment to the tariff variation formula and proposes that 
the difference between forecast and actual costs associated with UAG be treated as a 
low materiality threshold cost pass through event. 

                                                 
 
1008  ACIL, Review of demand forecasts for Jemena Gas Networks NSW, 2 February 2010, pp. 32, 37. 
1009  The AER considers this forecast level of UAG meets the requirements of r. 91 of the NGR and has been 

arrived at on a reasonable basis and represents the best estimate or forecast possible in the circumstances, 
as required by r. 74(2) of the NGR.  

1010  ACIL, Fuel resource, new entry and generation costs in the NEM, Final report, April 2009, p. 69. 
1011  The AER considers these forecast gas prices meet the requirements of r. 91 of the NGR and have been 

arrived at on a reasonable basis and represent the best estimate or forecast possible in the circumstances, as 
required by r. 74(2) of the NGR.  
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9.6.5.6 Carbon costs 

Jemena submits that under the proposed CPRS Jemena will be required to procure 
carbon permits for the proportion of UAG that is estimated to be due to fugitive 
emissions (i.e. gas loss or leakage from the network).1012 

Jemena proposes that carbon permit costs should be linked to UAG as an 
uncontrollable cost pass through allowance.1013 The AER's consideration of this 
proposed annual tariff variation adjustment is set out in chapter 13. 

Jemena proposes operating expenditure for fugitive emissions based on a forecast 
fugitive emissions rate of 2.4 per cent and an assumed carbon price sourced from an 
ACIL report prepared for NEMMCO.1014 The AER notes that these costs are forecast 
to commence in 2011–12 and will increase significantly over the remainder of the 
access arrangement period.1015 

The EMRF submits that given the uncertainty around the CPRS, any associated costs 
should be considered to be a pass through cost when the actual costs and Jemena’s 
exposure to them can be better identified.1016 

The AER agrees with this submission and considers it is more appropriate that these 
costs should be considered under a cost pass through mechanism.1017  

Given the difficulty in forecasting CPRS costs because of uncertainty of the 
framework that will be adopted and the nature of costs that will arise as a 
consequence, the AER does not consider that Jemena’s proposed operating 
expenditure for carbon costs meet the operating expenditure criteria as required by 
r. 91 of the NGR. Also the AER considers that the proposed expenditure has not been 
arrived at on a reasonable basis and does not represent the best forecast or estimate 
possible in the circumstances as required by r. 74(2) of the NGR.  

The AER requires Jemena to amend its forecast operating expenditure as outlined in 
amendment 9.4 and amend its access arrangement proposal as set out in amendment 
9.5. 

9.6.5.7 Self insurance 

Jemena proposes an annual $2.5 million ($2009–10) insurance premium for self 
insurance, totalling $12.3 million ($2009–10) over the access arrangement period.1018 
Jemena submits that it faces self insurance costs for risks where: 

                                                 
 
1012  Jemena, Access arrangement information, August 2009, p. 88. 
1013  Jemena, Access arrangement information, August 2009, p. 90. 
1014  Jemena, Access arrangement information, August 2009, p. 91. 
1015  Jemena, Access arrangement information, August 2009, p. 84. 
1016  EMRF, Submission to the AER, 9 November 2009, p. 43. 
1017  The AER notes this approach to the treatment of CPRS related costs as pass through costs is consistent 

with the AER’s recent draft decisions for the Country Energy Wagga Wagga natural gas distribution 
network and the ActewAGL ACT, Queanbeyan and Palerang gas distribution network access arrangement 
proposals. 

1018  Jemena, Access arrangement information, August 2009, p. 84. 
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 insurance is commercially available, but Jemena chooses not to take out 
coverage 

 it has insurance coverage but faces residual risks associated with deductibles 
and caps on coverage 

 insurance is not commercially available.1019 

Jemena supports its proposed self insurance premiums by reference to a confidential 
report provided by Marsh Pty Ltd.1020 

Jemena did not seek operating expenditure for self insurance in its earlier access 
arrangement that was approved by the IPART.1021 Jemena’s proposal raises for the 
first time a self insurance premium allowance for certain risk events. 

The AER notes that self insurance for certain events has been considered previously 
by the Australian Competition Tribunal (Tribunal) in the GasNet decision1022 and the 
Australian Competition and Consumer Commission (ACCC).1023 These decisions for 
gas transmission pipelines were considered under the Code. In addition to this, the 
AER has accepted operating expenditure for self insurance events under the National 
Electricity Code and the National Electricity Law.1024  

Self insurance is appropriate for the coverage of risks that may not be externally 
insured and are not otherwise provided for in another total revenue building block. 

Jemena proposes self insurance for certain business risks. The AER's analysis and 
consideration of Jemena’s self insurance allowance is provided in confidential 
Appendix C. The AER has assessed the proposal in accordance with r. 91 of the NGR 
and considers that Jemena has not adequately specified the relevance of the risks to its 
business or provided for a self insurance premium arrived at on a reasonable basis and 
does not represent the best forecast or estimate possible.1025 The AER notes that in the 
circumstances of an adverse event occurring Jemena can vary its access arrangement 

                                                 
 
1019  Jemena, Access arrangement information, August 2009, p. 91. 
1020 Jemena, Access arrangement information, August 2009, appendix 6.5 (confidential). 
1021  The IPART, Final decision: revised access arrangement for AGL Gas Networks, April 2005. 
1022  Australian Competition Tribunal, Application by GasNet Australia (Operations) Pty Ltd [2003] 

ACompT 6, 23 December 2003. 
1023  ACCC, Final decision, revised access arrangement by GasNet Australia (Operations) Pty Ltd and GasNet 

(NSW) Pty Ltd for the principal transmission system, 30 April 2008; ACCC, Draft decision, revised access 
arrangement by GasNet Australia Ltd for the principal transmission system, 14 November 2007; ACCC, 
Final decision, GasNet Australia access arrangement revisions for the principal transmission system, 13 
November 2002. 

1024  AER, Final decision: New South Wales distribution determination 2009–10 to 2013–14, April 2009; AER, 
Final decision: Australian Capital Territory distribution determination 2009–10 to 2013–14, April 2009; 
AER, Final decision: TransGrid transmission determination 2009–10 to 2013–14, April 2009; AER, Final 
decision: SP AusNet transmission determination 2008–09 to 2013–14, January 2008; AER, Final decision: 
Powerlink Queensland transmission network revenue cap 2007–08 to 2011–12, June 2007; AER, Draft 
Decision: ElectraNet transmission determination 2008–09 to 2012–13, November 2007; ACCC, Final 
decision, NSW and ACT transmission network revenue cap TransGrid 2004–05 to 2008–09, April 2005. 

1025  NGR, r. 74(2). 
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or in some cases seek a cost pass through in order to recover the cost of the adverse 
event.  

The AER requires Jemena to amend its forecast operating expenditure as outlined in 
amendment 9.4. 

9.6.5.8 Debt raising costs 

Debt raising costs are costs which are incurred each time debt is raised or refinanced. 
These costs may include underwriting fees, legal fees, company credit rating fees and 
other transaction costs. The AER has previously accepted that debt raising costs may 
be a legitimate expense for which a distribution network service provider (DNSP) 
should be provided an allowance.1026 

Jemena proposes debt raising costs of 0.125 per cent (12.5 basis points) of its assumed 
total debt—that is, the benchmark gearing ratio multiplied by the capital base—per 
annum.1027 Debt raising costs are forecast to increase on average by 2.8 per cent 
per annum in real terms over the access arrangement period,1028 in line with forecast 
movement in the capital base, with total debt raising costs of $9.5 million across the 
access arrangement period. Jemena does not submit any evidence to support this 
estimate of the debt raising cost unit rate. 

Consistent with previous decisions, the AER considers that an approach based on the 
Allen Consulting Group's (ACG) methodology produces the best estimate of debt 
raising costs.1029 This includes recent refinements to this methodology to update the 
selection of bonds, amortise up front costs, index fixed costs and update the 
benchmark issue size.1030 The ACG methodology is based on Medium Term Note 
(MTN) issuance costs as the proxy for direct debt raising costs incurred by the 
benchmark firm.1031 It considers only bonds issued in the last five years, so as to 
produce an estimate commensurate with prevailing market conditions.1032 

The direct debt raising cost is dependent on the number of standard sized debt issues 
required by the business and the nominal vanilla WACC applying to the business (to 

                                                 
 
1026  AER, Decision: Powerlink Queensland transmission network revenue cap 2007–08 to 2011–12, 14 June 

2007, pp. 94–97; AER, Final decision: SP AusNet transmission determination 2008–09 to 2013–14, 
January 2008, pp. 148–150 and AER, Final decision: ElectraNet transmission determination 2008–09 to 
2013–14, 11 April 2008, pp. 84–85. 

1027  Jemena, Access arrangement information, August 2009, p. 92. 
1028  Jemena, Access arrangement information, August 2009, p. 84.  
1029  ACG, Debt and equity raising costs: Final report to the ACCC, December 2004. 
1030  AER, Draft decision: Queensland draft distribution determination 2010–11 to 2014–15, 30 November 

2009, appendix L: Benchmark debt raising costs, pp. 713–738 and AER, Draft decision: South Australia 
draft distribution determination 2010–11 to 2014–15, 30 November 2009, appendix I: Benchmark debt 
raising costs, pp. 507–532. 

1031  AER, Draft decision: Queensland draft distribution determination 2010–11 to 2014–15, 30 November 
2009, appendix L: Benchmark debt raising costs, pp. 718–719 and AER, Draft decision: South Australia 
draft distribution determination 2010–11 to 2014–15, 30 November 2009, appendix I: Benchmark debt 
raising costs, pp. 512–513. 

1032  AER, Draft decision: Queensland draft distribution determination 2010–11 to 2014–15, 30 November 
2009, appendix L: Benchmark debt raising costs, pp. 724–730 and AER, Draft decision: South Australia 
draft distribution determination 2010–11 to 2014–15, 30 November 2009, appendix I: Benchmark debt 
raising costs, pp. 518–530. 
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be incorporated in the amortisation calculation). Table 9.9 shows the AER’s 
indicative debt raising cost derivation based on a nominal vanilla WACC of 
10.19 per cent. 

Table 9.9: Indicative direct debt raising costs 

Fee Explanation 1 Issue 3 Issues 6 Issues 12 Issues 

Amount Raised Multiples of median MTN 
($263 million) 

$263 
million 

$789 
million 

$1 578 
million 

$3 156 
million 

1. Gross 
underwriting fee 

Median gross underwriting 
spread, up front per issue 7.34 7.34 7.34 7.34 

2. Legal and 
roadshow $115 000 upfront per issue 0.72 0.72 0.72 0.72 

3. Company credit 
rating $50 000 per annum 1.90 0.63 0.32 0.16 

4. Issue credit rating 4 basis points up front per 
issue 0.66 0.66 0.66 0.66 

5. Registry fees $3500 up front per issue 0.13 0.13 0.13 0.13 

6. Paying fees $4 per $1 million in debt per 
annum 0.04 0.04 0.04 0.04 

Total Basis points per annum 
(bppa) 10.8 9.5 9.2 9.0 

Previous value 
(2008 update) 

Number of $200 million 
issues 1 issue 4 issues 8 issues 16 issues 

 Bppa 10.4 8.5 8.2 8.0 

Source:  ACG, Debt and equity raising costs: Final report to the ACCC, 
December 2004; Bloomberg; AER analysis. 

Jemena has an opening capital base of around $2.3 billion. On the basis of the 
assumed benchmark gearing of 60 per cent, the notional debt component of Jemena’s 
opening capital base is around $1.4 billion. Based on the ACG methodology, this debt 
size would require around 6 bond issues. The nominal vanilla WACC for Jemena is 
10.19 per cent. In the circumstances, the AER considers that an allowance of 9.2 bppa 
for debt raising costs is a reasonable benchmark for Jemena. This benchmark is 
multiplied by the debt component of Jemena’s capital base to derive an average 
allowance of $1.27 million per annum ($2009–10). The calculation of this allowance 
is shown in Table 9.10. 
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Table 9.10: AER’s conclusion on debt raising costs ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Jemena proposed debt 
raising costs 1.79 1.85 1.90 1.95 2.00 9.49 

AER's conclusion 1.25 1.26 1.27 1.28 1.29 6.36 

Source:  AER analysis and Jemena, Access arrangement information, August 2009, 
p. 84. 

The AER considers that the debt raising cost is consistent with the expenditure that 
would be incurred by a prudent service provider acting efficiently, in accordance with 
r. 91 of the NGR. The AER also considers that the revised costs are arrived at on a 
reasonable basis and represent the best estimate possible in the circumstances as 
required by r. 74 of the NGR. The AER requires Jemena to amend its debt raising 
costs as outlined in amendment 9.4. 

9.6.5.9 Equity raising costs 

Equity raising costs—such as legal fees, marketing costs and other transaction costs—
are incurred in raising new equity capital. The AER has accepted that equity raising 
costs are a legitimate cost for a benchmark efficient firm only where cheaper sources 
of funding—for example, retained earnings—are insufficient, subject to the gearing 
ratio and other assumptions about financing decisions being consistent with regulatory 
benchmarks.1033 

Jemena proposes that equity raising costs be estimated at differing unit rates 
depending on the source of funding:1034 

 1 per cent of equity raised via dividend reinvestment plans 

 2.75 per cent of equity raised externally via seasoned equity offerings (SEO). 

To determine the amount of equity required from each of these sources, Jemena 
submits that the benchmark equity raising costs be calculated using a dividend payout 
ratio of 70 per cent and a take-up rate for the dividend reinvestment plan of 30 per 
cent.1035 Based on these assumptions, Jemena proposes no allowance for equity 
raising costs as the amount is immaterial. However, Jemena proposes to revisit this 
matter should the underlying assumptions change.1036 

                                                 
 
1033  AER, Decision: Powerlink Queensland transmission network revenue cap 2007–08 to 2011–12, 14 June 

2007, p. 100; AER, Final decision: SP AusNet transmission determination 2008–09 to 2013–14, January 
2008, p. 144 and AER, Final decision: ElectraNet transmission determination 2008–09 to 2013–14, 
11 April 2008, p. 88. 

1034  Jemena, Access arrangement information, August 2009, p. 92. 
1035  Jemena, Access arrangement information, August 2009, p. 92. 
1036  Jemena, Access arrangement information, August 2009, p. 93. 
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The AER notes that the unit rates Jemena proposes are consistent with the April 2009 
final decisions for electricity distribution and transmission businesses.1037 Since 
April 2009, the AER has updated its analysis of the equity raising unit rates, using 
data from 2007 to 2009 in order to ensure that the estimate is commensurate with 
prevailing market conditions.1038 The AER considers that the current best estimate of 
costs is based on the following assumptions: 

 1 per cent of equity is raised via dividend reinvestment plans1039 

 3 per cent of equity is raised externally via SEO. 

The AER notes that the use of a hierarchy of equity raising methods is consistent with 
the benchmark cash flow analysis implemented previously by the AER.1040 The AER 
considers that the benchmark firm sets dividends with regard to the distribution of 
imputation credits to shareholders. The AER considers that 100 per cent of imputation 
credits should be paid out in each year, consistent with the gamma value of 0.65 
adopted in this decision.1041 

While the AER has not been provided with Jemena’s cash flow analysis concerning 
equity raising costs, the AER accepts Jemena’s submission that in the context of its 
expected capital expenditure program and other cash flows, benchmark equity raising 
costs are expected to be immaterial. This is because the proposed capital program is 
expected to be funded through retained earnings. On this basis, equity raising costs 
would not be incurred by a prudent service provider acting efficiently, in accordance 
with accepted good industry practice, to achieve the lowest sustainable cost of 
delivering pipeline services as required by r. 91 of the NGR. 

9.6.6 Operating expenditure during the access arrangement period 
As outlined above, Jemena outsources its operating and maintenance expenditure to 
JAM in accordance with the AMA.1042 As a result of this, many of the costs that 
                                                 
 
1037  AER, Final decision: Australian Capital Territory distribution determination 2009–10 to 2013–14, 

28 April 2009, appendix H; AER, Final decision: New South Wales distribution determination 2009–10 to 
2013–14, 28 April 2009, appendix N; AER, Final decision: TransGrid transmission determination 2009–
10 to 2013–14, 28 April 2009; AER, appendix E; AER, Final decision: Transend transmission 
determination 2009–10 to 2013–14, 28 April 2009, appendix E. 

1038  AER, Draft decision: Queensland draft distribution determination 2010–11 to 2014–15, 30 November 
2009, appendix M: Benchmark equity raising costs, pp. 768–775 and AER, Draft decision: South Australia 
draft distribution determination 2010–11 to 2014–15, 30 November 2009, appendix J: Benchmark equity 
raising costs, pp. 562–569. 

1039  The AER notes the EMRF, Submission to the AER, November 2009, p. 44 states that commercial 
businesses do not charge themselves for using internal cash flows for capital expenditure. The AER notes 
that the benchmark figure of 1 per cent is an estimate (albeit conservative) of the cost of administering a 
dividend reinvestment plan. The benchmark figure was derived from relevant annual reports – see AER, 
Draft decision: Queensland draft distribution determination 2010–11 to 2014–15, 30 November 2009, 
appendix M: Benchmark equity raising costs, pp. 768–771 and AER, Draft decision: South Australia draft 
distribution determination 2010–11 to 2014–15, 30 November 2009, appendix J: Benchmark equity raising 
costs, pp. 562–565. 

1040  AER, Final decision: New South Wales distribution determination 2009–10 to 2013–14, 28 April 2009, 
appendix N, pp. 194 (table 8.18), 579–587. 

1041  AER, Final decision: New South Wales distribution determination 2009–10 to 2013–14, 28 April 2009, 
appendix N, pp. 583–584. 

1042  Jemena, Access arrangement information, August 2009, p. 30 (confidential). 
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would normally be incurred directly by the service provider are incurred by JAM 
under the AMA. In the proposed access arrangement period, these costs account for 
more than half of Jemena’s total operating expenditure.1043  
 
Although the costs account for a significant proportion of the total proposed operating 
expenditure, the fees have been reported in an aggregated manner.1044 The AER 
sought further information from Jemena to identify these costs. Jemena, however, did 
not provide disaggregated forecasts instead stating that the base year roll forward 
approach to forecasting is inherently aggregate in nature.1045 

In support of its proposed forecast operating expenditure, Jemena provides several 
benchmarking and productivity studies (benchmarking studies) to demonstrate that its 
operating costs are efficient. Two of these reports are provided to the AER on a 
confidential basis,1046 while a third report is not confidential and is provided as an 
appendix to Jemena’s proposed access arrangement information.1047 

Benchmarking and productivity studies 
As outlined earlier, Wilson Cook reviewed these benchmarking studies as part of its 
assessment of Jemena’s proposed operating expenditure.1048 The Wilson Cook report 
identifies several issues with these benchmarking studies.1049  

Concerning the Jemena Gas Network Performance Benchmark Study, FY2000–
FY2008, the Wilson Cook report concludes that this study only reviewed the 
operational performance of the Jemena and ActewAGL Distribution gas networks, 
benchmarked against other gas distributors in Australia using data from regulatory 
reports. This study does not examine operating expenditure.1050 

The Wilson Cook report also notes concerns with the Benchmarking Report for 
Jemena Gas Network, submitted to the AER on 10 November 2009.1051 The Wilson 
Cook report states that it is apparent that the benchmarking relates to a period 
substantially prior to the proposed base year. The report notes that, if this is correct, 
Jemena's costs in the benchmarking may differ from those in the base year upon 
which projections in the next period are based.1052 

Also in regard to this study, the Wilson Cook report further notes the view that 
differing network ages are unlikely to have a significant impact on benchmarking. In 

                                                 
 
1043  Jemena, Access arrangement information, August 2009, p.75. 

1044  Jemena, Access arrangement information, August 2009, p.93 (confidential). 
1045  Jemena, Response to AER 2 December 2009 questions–Tranche 1, 7 December 2009, p. 6. 
1046  Jemena, Jemena Gas Network Performance Benchmark Study, FY2000–FY2008, May 2009 (confidential) 

and Jemena, Submission to the AER, 10 November 2009, appendix 7: JAM, Benchmarking Report for 
Jemena Gas Network, 11 September 2009 (confidential). 

1047  Jemena, Access arrangement information, August 2009, appendix 6.7: Economic Insights, The 
Productivity Performance of Jemena Gas Networks’ NSW Gas Distribution System. 

1048  Wilson Cook report pp. 18–20. 
1049  Wilson Cook report pp. 19–20. 
1050  Wilson Cook report p. 19. 
1051 Jemena, Submission to the AER, 10 November 2009, appendix 7 (confidential). 
1052  Wilson Cook report p. 19. 
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spite of this, concerns were raised that the benchmarking study did not present any 
analysis in this regard.1053 

Jemena provides a productivity study by Economic Insights as appendix 6.7 to the 
access arrangement information. This study assesses input productivity for Jemena’s 
historic and forecast operating expenditure, and concludes that Jemena is relatively 
efficient compared to the three Victorian gas distribution businesses.1054  

In regards to the nature of the Economic Insights report, the Wilson Cook report notes 
that total and partial factor productivity concepts have been applied in Australia for 
over ten years. The Wilson Cook report notes that it can be accepted that the report 
provides a supporting opinion that Jemena has obtained value for money for its past 
operating expenditures and, without evidence to the contrary, is likely to continue to 
do so.1055 

The Wilson Cook report notes that benchmarking is likely to be less robust if 
dissimilar entities are compared, or if related party transactions are involved. In the 
case of related party transactions, it is possible that the comparisons may be made 
with entities whose efficiencies are not so readily demonstrated.1056 

The Wilson Cook report concludes, that while these studies support claims that 
Jemena operates with a cost structure within the levels of confidence, benchmarking 
is best presented as an accompaniment to other substantiating analyses of operating 
costs. The Wilson Cook report affirms that the lack of a bottom up analysis of 
operating costs related directly to the cost-efficiency of the services offered and 
supporting this finding should be noted.1057 The AER agrees with this statement. 

Has Jemena appropriately substantiated its forecast operating and maintenance 
expenditure? 
As outlined above, despite the supporting benchmarking studies, Jemena has provided 
limited information, and this information is confined to the base year operating and 
maintenance expenditure. The information in the access arrangement information 
provides only an outline of a base cost, step changes, site remediation costs and a 
margin.1058 

The exact nature and amount for the base costs and step changes are not readily 
discernable. The AER has been unable to verify that the proposed base year costs for 
operating and maintenance expenditure are consistent with r. 91 of the NGR. For 
example, it is possible that certain costs within operating expenditure would not be 
expected to recur annually. Further, the notion that base year's expenditure represents 
efficient expenditure (on the basis that the service provider actually incurred those 
costs while it had the incentive to operate efficiently), is not reasonable given the 
                                                 
 
1053  Wilson Cook report p. 19. 
1054  Jemena, Access arrangement information, August 2009, p. 76. 
1055  Wilson Cook report pp. 18–19. 
1056  Wilson Cook report p. 19. 
1057  Wilson Cook report p. 20. 
1058  Jemena, Access arrangement information, August 2009, p. 93. 
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related party transactions between Jemena and JAM. However, the AER also notes 
that aggregate operating expenditure in the proposed base year is closely aligned with 
the operating expenditure approved by the IPART once the substantial marketing 
underspend is taken into account.1059 

The Wilson Cook report also has concerns regarding the level of information 
disclosed by Jemena. Regarding Jemena’s proposed operating expenditure, the 
Wilson Cook report states that ‘given that the management costs of the various 
entities involved are likely to be highly integrated, we consider it might be very 
difficult to break them down in a way that would support an assessment of efficiency 
of service delivery without a detailed bottom-up analysis of the costs being 
available’.1060  

The AER also has concerns regarding the limited information detailing how Jemena 
regards the effectiveness of JAM’s management of the network. The AER notes that 
to identify whether services have been carried out in accordance with good industry 
practice, the AMA includes ‘incentive provisions’ such as JAM’s entitlement to 
recover efficient costs only, the asset management plan and budget approval 
processes, service performance measures (SPMs), and the risk and benefit sharing 
mechanism (RBSM).1061 Although these are included in the 2009 AMA,1062 it remains 
unclear as to how effective JAM’s management of the network has been in the past, 
and whether these new mechanisms will encourage JAM to improve its performance.  
 
It is also unclear whether an alternative service provider, if given the opportunity, 
would be able to offer these services at a lesser (more efficient) price. Jemena has 
stated that the negotiation framework for the AMA ‘followed standard commercial 
practices for competitively tendering work’. 1063 However, both the AER and Wilson 
Cook share concerns about this. These concerns include the bilateral nature of the 
negotiations, implying that no other party was invited to tender, and the fact that the 
negotiations were undertaken between two related entities.1064  

Overall, the level of detail provided by Jemena regarding the base year and forecast 
costs is not sufficient for the AER to make an accurate and informed decision in 
regards to the operating expenditure requirements in the NGR. Further users are not 
provided with sufficient background and details about the nature of costs or how they 
are derived.1065 Although the base year costs are not significantly different to that 
approved by the IPART,1066 the AER considers that the lack of detailed information 
encompassing the underlying nature of the cost categories limits its ability to make a 
thorough assessment of operating expenditure against the criteria in r. 91 of the NGR.  
                                                 
 
1059  Jemena, Access arrangement information, August 2009, p. 47. 
1060  Wilson Cook report, p. 13. 
1061  Jemena, Access arrangement information, August 2009, pp. 35–37 (confidential). 
1062  Jemena, Access arrangement information, August 2009, pp. 35-37 (confidential).  
1063  Jemena, Access arrangement information, August 2009, p. 26. 
1064  Wilson Cook report, p. 20. 
1065  Service providers are required to provide details in their access arrangement information reasonably 

necessary for users and prospective users to understand the background to the access arrangement under 
r. 42(1) of the NGR. 

1066  Jemena, Access arrangement information, August 2009, p. 47. 
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Statement of costs 
For future assessments under r. 91 of the NGR, the AER will require a better 
understanding of the costs that are to be incurred by Jemena. As a consequence, the 
AER has developed an information template in the form of a ‘statement of costs’ 
(Appendix D) for Jemena to complete for each year of the access arrangement period. 
Jemena will be required to submit a completed statement of costs with its next access 
arrangement revision proposal.  

The ‘statement of costs’ sets out more detailed cost categories, consistent with cost 
categories Jemena uses to support its operating expenditure proposal. While being 
mindful of the compliance costs the ‘statement of costs’ would impose on Jemena, the 
AER considers that the enhanced level of detail is necessary to make an informed 
assessment under the NGR, particularly given the business model under which 
Jemena operates. 

Costs arising from third parties, and routed through JAM, will need to be separately 
documented. This will allow the AER to identify where costs are the result of a 
competitive tender or whether another form of substantiation is required to 
demonstrate that the proposed costs are efficient and consistent with r. 91 of the NGR.  

Accordingly, the 'statement of costs' has been separated into two sections, namely 
'O&M Opex (JAM Asset Management Services)' and 'Non O&M Opex (Jemena 
Direct Costs)'. The O&M Opex section has then been further broken down into 'Direct 
JAM Costs' and 'Indirect JAM Costs'. 'Direct JAM Costs' mainly consist of costs 
directly attributable to work JAM has performed on behalf of Jemena, whereas 
'Indirect JAM Costs' consist of costs passed through JAM to Jemena in relation to 
activities that JAM has outsourced on behalf of Jemena. These indirect costs also 
include corporate head office costs allocated under WOBCA. The Indirect JAM costs 
will mainly be concerned with Jemena Group costs, as well as other subcontractor 
costs.  

Jemena’s subcontracted costs will also need to be sufficiently detailed and identified, 
to enable the AER to identify all costs that relate to the provision of pipeline services 
as defined in s. 2 of the NGL, and verify that costs that are not associated with the 
provision of pipeline services are excluded from operating expenditure forecasts.  

The AER will also use the ‘statement of costs’ to assess Jemena's compliance with its 
obligations under r. 93(2) of the NGR. As Jemena currently has non-reference 
services, it is also necessary for the AER to verify that the costs associated with non-
reference services are separately identified and maintained from the costs related to 
reference services. For this reason the ‘statement of costs’ includes a column for the 
percentage of costs allocated to reference services.  

In relation to the AMA, Jemena states that the ‘new outsourcing [arrangement] would 
ensure that over successive years JGN has access to the underlying cost information 
for activities that it outsources’.1067 The AER considers that this additional underlying 
cost information could assist Jemena in preparing the ‘statement of costs’.  
 
                                                 
 
1067  Jemena, Access arrangement information, August 2009, p. 32 (confidential). 
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The AER considers that the information contained in the ‘statement of costs’ is 
required to assess if operating expenditure is such as would be incurred by a prudent 
service provider acting efficiently, in accordance with good industry practice, to 
achieve the lowest sustainable cost of delivering pipeline services as required by r. 91 
of the NGR. Appendix D of the draft decision outlines the nature and level of detail of 
information required to be maintained by Jemena in the ‘statement of costs’. 

The AER also requires further information relating to JAM’s management of the 
network and its ability to meet KPIs and other targets set by Jemena. As discussed 
above, Jemena has outlined specific ‘incentive provisions’ contained within the AMA 
which are in place to encourage delivery of required performance levels and 
achievement of lowest sustainable costs. 1068 The application of the ‘incentive 
provisions’ is dependent on Jemena’s assessment of JAM’s performance.  
 
Jemena states that ‘at the end of each year, the SPM performance of JAM in respect 
of each service group compared to the target cost estimate is assessed’.1069 It is the 
AER’s understanding that such annual assessments will form the basis of whether 
JAM has fulfilled Jemena’s expectations in regard to the ‘incentive provisions’ and 
also whether JAM will be entitled to an additional performance margin under the 
AMA.  
 
The AER will require details of Jemena’s assessment of JAM’s performance to be 
provided with the next access arrangement revision. This includes details of: 
 
 JAM’s efficiency targets as set out in the Asset Management Plan and budget 

approval processes1070 

 actual costs achieved against budgets 

 any overruns authorised by Jemena as being efficient1071 

 JAM’s performance in regards to the RBSM including service level performance 
against the predetermined thresholds1072 

 the basis in which the performance margin was calculated and applied.1073  

Such information will assist the AER to make a decision as to whether underlying 
activities carried out by JAM are consistent with the requirements under r. 91 of the 
NGR.  
 
This information is to be maintained over the access arrangement period and be 
updated on an annual basis. This is outlined in amendment 9.8. 

                                                 
 
1068  Jemena, Access arrangement information, August 2009, pp. 35-37 (confidential). 
1069  Jemena, Access arrangement information, August 2009, p. 39 (confidential).  
1070  Jemena, Access arrangement information, August 2009, p. 36 (confidential). 
1071  Jemena, Access arrangement information, August 2009, p. 36 (confidential). 
1072  Jemena, Access arrangement information, August 2009, pp. 36–37 (confidential). 
1073  Jemena, Access arrangement information, August 2009, p. 39 (confidential). 
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9.6.7 Summary 
As outlined above, the AER does not consider that the forecast operating expenditure 
proposed by Jemena complies with r. 91 of the NGR and it accordingly requires it to: 

 use its actual expenditure incurred in the identified base year, 2008–09 (less 
identified one-off costs) as a basis for forecasting its operating expenditure 

 remove the margin that is applied to expenditure in the operating and maintenance 
category 

 reduce its proposed total step change annual cost to $1 211 860 ($2009–10)1074 as 
detailed in section 9.6.4.7 

 apply the AER determined real cost escalators in place of those applied by Jemena 

 remove site remediation costs from the forecast operating expenditure 

 include expenditure for integrity digs and pigging, and for ad hoc mains and 
service renewals in the forecast operating expenditure (rather than as proposed in 
the forecast capital expenditure) 

 reduce its proposed marketing expenditure to the level of the estimated 
expenditure incurred in 2008–09 (i.e. $6.5 million ($2009–10)) for each year over 
the access arrangement period 

 apply the AER determined forecast of UAG cost based on a different level of 
UAG 

 remove carbon costs from the forecast operating expenditure 

 remove the forecast operating expenditure for self insurance1075 

 estimate the debt raising costs by applying a benchmark rate of 9.2 bppa to the 
AER’s approved capital expenditure and the resultant capital base in each year of 
the access arrangement period. 

Jemena's forecast operating expenditure as amended by the AER is set out in 
Table 9.13. The AER also requires Jemena to create, maintain and keep a ‘statement 
of costs’ in order to obtain detailed information on the costs incurred from JAM in the 
access arrangement period. The AER will require details of Jemena’s assessment of 
JAM’s performance to be provided with the next access arrangement revision. This 
includes details of: 

 JAM’s efficiency targets as set out in the Asset Management Plan and budget 
approval processes1076 

                                                 
 
1074  This is the AER’s assessment of the total step change cost for 2009–10. For subsequent years of the access 

arrangement period this cost is escalated by the AER’s approved cost escalators. 
1075  The AER notes that many of the proposed risks to be covered by self insurance may be appropriately 

considered as a cost pass through rather than self insurance. 



 

 223

 actual costs achieved against budgets 

 any overruns authorised by Jemena as being efficient1077 

 JAM’s performance in regards to the RBSM including service level performance 
against the predetermined thresholds1078 

 the basis in which the performance margin was calculated and applied.1079  

9.7 Conclusion 
The AER does not propose to approve the forecast operating expenditure proposed by 
Jemena as it does not comply with r. 91 of the NGR and requires Jemena to make the 
amendments set out below.  

9.8 Amendments required to the access arrangement 
proposal  

Before the proposed access arrangement can be approved, Jemena must make the 
following amendments: 

Amendment 9.1: amend the access arrangement information to delete Table 6-4 and 
replace it with the following: 

Table 9.11: Opex escalation factors for JGN (per cent, real) 

 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

EBA EGW labour 2.1 0.1 0.5 1.1 1.5 1.4 

Contract labour 2.1 0.1 0.5 1.1 1.5 1.4 

Aluminium –4.9 30.0 16.2 6.6 2.5 –2.4 

Steel –27.7 34.6 20.9 5.1 1.0 –1.0 

Polyethylene 0.0 0.0 0.0 0.0 0.0 0.0 

Concrete 0.0 0.0 0.0 0.0 0.0 0.0 

 

Amendment 9.2: amend the access arrangement information and access arrangement 
proposal to delete the section titled ‘Carbon scheme’ on page 83. 

Amendment 9.3: amend the access arrangement information to apply the escalation 
rates given in amendment 9.1 to the operating expenditure categories in the following 
proportions: 
                                                                                                                                            
 
1076  Jemena, Access arrangement information, August 2009, p. 36 (confidential). 
1077  Jemena, Access arrangement information, August 2009, p. 36 (confidential). 
1078  Jemena, Access arrangement information, August 2009, pp. 36–37 (confidential). 
1079  Jemena, Access arrangement information, August 2009, p. 39 (confidential). 
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Table 9.12: Application of real cost escalators to operating expenditure categories 
(%) 

 EBA labour Contract 
labour Concrete Other non-

labour 

JAM operating expenditure     

Direct JAM costs  63.7 33.8 2.5 0.0 

Other direct JAM costs  63.7 33.8 2.5 0.0 

Site remediation  0.0 0.0 0.0 0.0 

Indirect JAM costs  0.0 0.0 0.0 0.0 

JGN ESF costs (via JAM)  0.0 100.0 0.0 0.0 

IT  0.0 100.0 0.0 0.0 

Jemena operating expenditure     

Direct JGN costs  0.0 100.0 0.0 0.0 

Commercial group costs  0.0 100.0 0.0 0.0 

JGN ESF costs direct to JGN  0.0 100.0 0.0 0.0 
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Amendment 9.4: amend the access arrangement information to delete Tables 6-1, 6-6 
and 6-12 and replace them with the following: 

Table 9.13: Jemena's forecast operating expenditure ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 Total 

Controllable costs       

Operating and maintenance 
(including items transferred from 
proposed capex)  

72.5 74.8 76.8 77.9 78.5 380.5 

Administration and overheads  21.8 21.9 22.1 22.4 22.7 111.0 

Marketing 6.5 6.5 6.5 6.5 6.5 32.5 

Sub total  100.8 103.1 105.4 106.8 107.8 523.9 

Non-controllable costs       

Government levies 3.1 3.1 3.1 3.1 3.1 15.5 

Unaccounted for gas 13.1 13.2 13.3 13.5 13.7 66.6 

Carbon costs  0.0 0.0 0.0 0.0 0.0 0.0 

Self insurance costs 0.0 0.0 0.0 0.0 0.0 0.0 

Debt raising costs 1.3 1.3 1.3 1.3 1.3 6.4 

Sub total 17.4 17.5 17.7 17.8 18.0 88.5 

Total operating expenditure 118.2 120.7 123.1 124.7 125.8 612.5 

Note: Jemena categorises its forecast operating expenditure into the major categories 
of operating and maintenance and non-operating and maintenance costs. The 
AER has classified Jemena’s forecast operating expenditure into the major 
categories of controllable and non-controllable costs. 

Amendment 9.5: amend the access arrangement proposal to delete section 1.2 
Emissions measurement and permit costs of schedule 8. 

Amendment 9.6: amend the access arrangement information to delete section 6.6.1 
Site remediation works (Confidential). 

Amendment 9.7: amend the access arrangement proposal to include a new section:  

Statement of costs 

For each 12 month period ending on 30 June during the Access Arrangement 
Period, Jemena must maintain records for: 

(a) Operating & Maintenance Opex—any costs paid by Jemena to Jemena 
Asset Management Pty Ltd (JAM) in relation to services provided under their 
asset management agreement (or any other replacement asset management 
services agreement); and 
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(b) Non Operating & Maintenance Opex—any costs directly incurred by 
Jemena in relation to providing pipeline services and not included in 
operating and maintenance opex. For example, without limitation, 
administration & overheads, government levies, marketing, unaccounted for 
gas, carbon costs, and insurance.  

An indicative breakdown of these fees and costs and the information to be 
maintained for each item is set out in Schedule 10. Jemena must provide this 
information for the fees and costs to the Relevant Regulator as part of its 
proposed revisions to this Access Arrangement under clause 1.6 of the Access 
Arrangement. 

Further, for each 12 month period ending on 30 June during the Access 
Arrangement Period, Jemena must also maintain:  

(a)  Details of JAM’s efficiency targets for the period as set out in the Asset 
Management Plan;  

(b) Details of actual costs achieved against budgets set at the 
commencement of the relevant period; 

(c) Details of any JAM cost overruns that were authorised by Jemena 
during the period as being efficient, including the amount of the overrun and 
an explanation as to why it was authorised;  

(d) Details of JAM’s performance in regards to the risk & benefit sharing 
mechanism (RBSM) during the period, including service level performance 
against the pre determined threshold; and 

(e) The basis upon which the performance margin for JAM was calculated 
and applied for the period.  

Jemena must provide this information to the Relevant Regulator as part of its 
proposed revisions to this Access Arrangement under clause 1.6 of the Access 
Arrangement. 

Amendment 9.8: amend the access arrangement proposal to include a new 
schedule 10, which will set out the information contained in Appendix D of the draft 
decision. 
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10 Total revenue 
This chapter sets out the AER’s estimation of annual revenue requirements for 
Jemena for the provision of pipeline services for each year of the access arrangement 
period. This chapter also sets out the X factors applied to Jemena’s reference tariffs as 
part of the estimation of the CPI adjustment. 

10.1 Regulatory requirements 
Rule 72(1)(m) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the total revenue to be derived from 
pipeline services for each regulatory year of the access arrangement period. 

Rule 76 of the NGR provides that total revenue is to be determined for each 
regulatory year of the access arrangement period using the building block approach in 
which the building blocks are: 

 a return on the projected capital base for the year 

 depreciation on the projected capital base for the year 

 if applicable—the estimated cost of corporate income taxation for the year 

 increments or decrements for the year resulting from the operation of an incentive 
mechanism to encourage gains in efficiency 

 a forecast of operating expenditure for the year. 

10.2 Jemena’s proposal 
Jemena’s proposed total revenue requirement for each year of the access arrangement 
period and X factors are set out in Table 10.1. 
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Table 10.1: Jemena's proposed annual revenue requirements and X factors ($m, real, 
2009–10, unless otherwise stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Total revenue building blocks      

 Return on capital 302.2 311.4 319.5 327.7 336.7 

 Depreciation 30.5 37.0 42.3 48.2 57.4 

 Operating and maintenance 134.1 138.4 149.2 154.0 159.4 

 Corporate income taxation na na na na na 

 Incentive mechanism 
 payments na na na na na 

 Total  466.8 486.9 511.0 529.9 553.5 

X factor tariff revenuea      

 Haulage reference service (%) –34.3b –1.96 –1.96 –1.96 –1.96 

 Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

 Meter data service (%) –49b 0.0 0.0 0.0 0.0 

Source: Jemena, Access arrangement information, August 2009, pp. 164, 201 and AER 
Public Forum, Jemena presentation, 23 September 2009, p. 23. 

na: Not applicable. 
a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0. 

10.3 AER’s analysis and considerations 
The total revenue building blocks proposed by Jemena are addressed in the AER’s 
analysis and considerations in Part A of the draft decision. 

10.3.1 Jemena’s proposed P0 adjustment and X factors 
The P0 adjustment indicates the increase in the total revenue requirement in the first 
year of the access arrangement period, while the X factors indicate subsequent 
movements in tariffs. P0 is the first year adjustment from the previous access 
arrangement period and X factors are the smoothing adjustment to subsequent years 
required to maintain the present value of revenues.  

10.3.2 Total revenue, P0 adjustment and X factors 
The AER has estimated Jemena’s total revenue, P0 adjustment and X factors based on 
its analysis and consideration of the building block components discussed in the 
chapters in Part A of the draft decision. These estimations are summarised in Table 
10.2. 

The AER’s draft decision results in a total revenue requirement over the access 
arrangement period of $2043.1 million ($2009–10), compared to $2548 million 
($2009–10) proposed by Jemena. The main reasons for this difference reflect: 
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 the AER not approving Jemena's opening capital base and significantly reducing 
Jemena's forecast capital expenditure  

 the AER not approving Jemena's operating expenditure 

 the AER not approving Jemena's proposed WACC. 

Table 10.2: AER's conclusion on Jemena's annual revenue requirements and 
X factors ($m, real, 2009–10) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Return on capital 231.6 233.5 234.9 236.3 237.5 

Depreciation 29.9 35.5 40.6 44.4 50.4 

Operating and maintenance 118.2 120.7 123.1 124.7 125.8 

Corporate income taxation 10.3 10.8 11.1 11.6 12.4 

Incentive mechanism payments na na na na na 

Total  390.0 400.4 409.7 417.0 426.1 

X factor tariff revenuea       

Haulage reference service (%) –1.23b –1.96 –1.96 –1.96 –1.96 

Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

Meter data service (%) –42.49 0.0 0.0 0.0 0.0 

Smoothed revenue path 378.8 394.2 410.0 425.1 439.0 

Source: Table 10.2 is based on information from Part A of the draft decision.  
a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0 for the volume haulage reference service. 

The proposed X factor indicates an increase in volume haulage reference service 
tariffs of 1.23 per cent in the first year of the access arrangement period and a real 
increase of 1.96 per cent each year of the access arrangement period. 

10.4 Conclusion 
The AER does not propose to approve the total revenue for each regulatory year of 
the access arrangement period proposed by Jemena as these do not comply with r. 76 
of the NGR and requires Jemena to make the amendment set out below.  

10.5 Amendment required to the access arrangement 
proposal 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 
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Amendment 10.1: amend the access arrangement information to delete Table 12.1 
and replace it with the following: 

Table 10.3: Forecast total revenue requirements for the access arrangement 
($m, real, 2009–10, unless otherwise stated) 

 2010–11 2011–12 2012–13 2013–14 2014–15 

Return on capital 231.6 233.5 234.9 236.3 237.5 

Depreciation 29.9 35.5 40.6 44.4 50.4 

Operating and maintenance 118.2 120.7 123.1 124.7 125.8 

Corporate income taxation 10.3 10.8 11.1 11.6 12.4 

Incentive mechanism payments na na na na na 

Total  390.0 400.4 409.7 417.0 426.1 

X factor tariff revenue (%) a       

Haulage reference service (%) –1.23b –1.96 –1.96 –1.96 –1.96 

Ancillary fees (%) 0.0 0.0 0.0 0.0 0.0 

Meter data service (%) –42.49 0.0 0.0 0.0 0.0 

a: Negative values for X indicate real price increases under the CPI–X formula. 
b: X factor is P0 for the volume haulage reference service. 
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Part B – Tariffs  
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11 Demand Forecasts 
11.1 Introduction 
This chapter examines Jemena’s demand forecasts and the AER’s analysis and 
considerations as to whether they reflect a reasonable estimate of growth in demand 
over the access arrangement period. Accurate and reasonable demand forecasts are 
important because they are required to establish the reference tariffs and they 
underpin forecast capital and operating expenditures. 

If demand forecasts are overstated, reference tariffs will be set too low to recover total 
revenue over the access arrangement period. In addition, the forecasts for capital and 
operating expenditure will likely be overstated because the service provider will plan 
for higher usage and growth on the network, as well as for the earlier replacement of 
assets assuming higher usage rates. On the other hand, the converse may be true if 
demand forecasts are understated. 

11.2 Regulatory requirements 
Rules 72(1)(a)(iii) and 72(1)(d) of the NGR provide that the access arrangement 
information for a full access arrangement proposal must include: 

 usage of the pipeline over the earlier access arrangement period showing, for a 
distribution pipeline, minimum, maximum and average demand, and customer 
numbers in total and by tariff class 

 to the extent that it is practicable to forecast pipeline capacity and utilisation of 
pipeline capacity over the access arrangement period, a forecast of pipeline 
capacity and utilisation of pipeline capacity over that period and the basis on 
which the forecast has been derived. 

Rule 74(1) of the NGR provides that any information in the nature of a forecast or 
estimate must be supported by a statement of the basis of the forecast or estimate. 
Rule 74(2) of the NGR provides that a forecast or estimate must be arrived at on a 
reasonable basis and represent the best forecast or estimate possible in the 
circumstances. 

11.3 Jemena’s proposal 
Jemena uses demand forecasts prepared by the National Institute of Economic and 
Industry Research (the NIEIR report).1080 On the basis of these forecasts, Jemena 
submits forecasts for volume customers (low volume residential and business 
customers) and for the demand customers (which are high volume industrial and 
commercial customers).1081 

Jemena submits that in developing demand forecasts, it appointed the NIEIR to 
consider market trends affecting the installation of existing gas appliances, 
                                                 
 
1080  Jemena, Access arrangement information, August 2009, appendix 5.2. 
1081  The NIEIR report refers to tariff and contract customers which Jemena generally refers to as ‘volume 

customers’ and ‘demand customers’ respectively. 
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government energy efficiency policies, implementation of the government’s Carbon 
Pollution Reduction Scheme (CPRS), national hot water strategic framework, national 
renewable energy target (RET) scheme and any other factors which were considered 
relevant.1082 

Jemena further submits that the NIEIR report forecasts:  

 volume customer usage to grow by only 0.9 per cent per annum between 2009 to 
2019 without taking into account Jemena’s marketing program1083  

 demand customer usage to decline by an average of 0.4 per cent per year.1084  

Jemena submits that this level of growth in demand is attributed in the NIEIR report 
to the price and market effects of the CPRS, New South Wales (NSW) energy 
policies, the increasing use of new more efficient gas appliances and the general 
economic downturn.1085  

Jemena adjusts the forecasts in the NIEIR report for the access arrangement period to 
account for: 

 an expected annual increase in volume customer load of 150 terajoules (TJ ) 
cumulatively resulting from Jemena’s gas marketing plan1086  

 the addition of a new demand customer because this customer was added to the 
network after the NIEIR forecasts were developed.1087  

Table 11.1 shows Jemena’s actual and forecast annual demand and customer 
numbers. 

In the earlier access arrangement period, Jemena’s actual and estimated gas loads and 
customer numbers were lower than the forecasts approved by the IPART.1088 Jemena 
submits the lower than forecast residential load is due to lower than forecast new 
connections, competition from alternative energy applications (particularly reverse 
cycle air conditioning, solar/heat–pump hot water systems), and improved levels of 
energy efficiency for residential gas appliances.1089 

Jemena states that customer numbers and total gas load are expected to increase on 
average by 3.2 and 0.4 per cent per annum respectively over the access arrangement 
period. Jemena forecasts gas load for volume customers to increase on average by 

                                                 
 
1082  Jemena, Access arrangement information, August 2009, p. 57. 
1083  Jemena, Access arrangement information, August 2009, p. 60. 
1084  Jemena, Access arrangement information, August 2009, p. 60. 
1085  Jemena, Access arrangement information, August 2009, p. xviii. 
1086  The NIEIR report forecasts were adjusted by 150 TJ in 2009–2010, 300 TJ in 2010–2011 etc, up to 900 TJ 

in 2014–15. Jemena, Access arrangement information, August 2009, p. 67. 
1087  Jemena, Access arrangement information, August 2009, p. 68. 
1088  Jemena, Access arrangement information, August 2009, p. 42. 
1089  Jemena, Access arrangement information, August 2009, p. 44. 
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1.8 per cent per annum (after taking into account the effect of Jemena’s marketing 
campaign).1090  

Subsequent to submitting its access arrangement proposal Jemena submits additional 
data regarding actual load and customer numbers for 2008–09 and revised demand 
customer load forecasts for 2009–10. The revised forecasts show only a slight change 
in demand for volume customers, but a significant increase for demand customers 
from 60 690 TJ to 64 262 TJ in 2009–10. 1091 While Jemena revises upwards its 
forecasts for 2009–10, the last year of the earlier access arrangement, it makes no 
revisions to the original forecasts for the access arrangement period  

As shown in Table 11.2, while Jemena submits average, minimum and maximum 
daily demand figures for the first four years of the earlier access arrangement period, 
it does not provide for minimum and maximum daily demand of the total system.1092 
Jemena submits actual and forecast average daily demand for the earlier access 
arrangement period and the access arrangement period.1093 

Jemena submits its actual and forecast demand for booked maximum daily quantities. 
The maximum daily quantity (MDQ) for demand customers is forecast to decrease 
from 327.9 TJ in 2010–11 to 326.0 TJ in 2014–15, representing an annual average 
reduction of 0.1 per cent over the access arrangement period.1094 This is outlined in 
Table 11.3 below. 

Table 11.4 provides information on new network connections for residential, small 
business and demand customers. The trend for residential and small business new 
network connections is growth at an average annual rate of 3.7 per cent and 8.9 per 
cent respectively over the access arrangement period, whereas the growth of demand 
customers is flat over this period.1095 
 
Jemena has not submitted forecasts of pipeline capacity and utilisation. 

                                                 
 
1090  Jemena, Access arrangement information, August 2009, p. 54. 
1091  Jemena, Response to AER 8 December 2009 questions, 13 January 2010, p. 5. 
1092  Jemena, Access arrangement information, August 2009, p. 43. 
1093  Jemena, Access arrangement information, August 2009, pp. 43, 56. 
1094  Jemena, Access arrangement information, August 2009, p. 54. 
1095  Jemena, Access arrangement information, August 2009, p. 69. 
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Table 11.1: Total annual actual and forecast load and customer numbers (units as stated) 

 2005–06a 2006–07a 2007–08a 2008–09a 2009–10b 2010–11b 2011–12b 2012–13b 2013–14b 2014–15b 

Volume Customers (no.) 974 550 996 336 1 025 943 1 052 610 1 081 041 1 107 756 1 146 749 1 187 836 1 223 755 1 255 664 

Volume load (TJ) 31 800 32 492 33 537 34 987 32 721 32 435 32 480 33 187 34 010 34 769 

Demand Customers (no.) 483 444 430 414 423 424 424 424 425 426 

Demand load (TJ) 62 988 64 857 65 452 65 618 64 262 63 590 64 149 62 570 62 829 62 933 

Total load 94 788 97 349 98 989 100 605 96 983 96 025 96 629 95 757 96 838 97 702 

Source: Jemena, Access arrangement information, August 2009, pp. 42–43, 69, Jemena, Response to AER questions, 20 October 2009, p. 2 and Jemena, 
Response to AER 8 December 2009 questions, 13 January 2010 p. 6 

a: Actual. 
b: Forecast. 
no. Numbers. 
Note: The forecast for 2009–10 is a combination of actual data for the six months to 31 December 2009 and a forecast for the remaining six months. 

Table 11.2: Forecast average, maximum and minimum daily demand (TJ) 

 2005–06a 2006–07a 2007–08a 2008–09a 2009–10b 2010–11b 2011–12b 2012–13b 2013–14b 2014–15 

Minimum 130.2 149.4 132.8 131.7 c c c c c c 

Maximum 391.2 399.2 415.8 411.8 c c c c c c 

Average 259.7 266.7 271.2 275.6 255.3 263.1 264.7 262.3 265.3 267.7 

Source: Jemena, Access arrangement information, August 2009, pp. 43, 56 and Jemena, Response to AER questions, 20 October 2009, p. 2. 
a: Actual 
b: Forecast 
c: Jemena does not provide forecasts of maximum and minimum total system wide demand. 
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Table 11.3: Demand MDQ (TJ) 

 2005–06a 2006–07a 2007–08a 2008–09a 2009–10b 2010–11b 2011–12b 2012–13b 2013–14b 2014–15b 

System total 292.5 295.1 293.3 330.0 316.4 327.9 330.7 325.0 325.9 326.0 

Source: Jemena, Access arrangement information, August 2009, pp. 43, 70 and Jemena, Response to AER questions, 20 October 2009, p. 2 and Jemena, 
Response to AER 8 December 2009 questions, 13 January 2010 p. 6. 

Note:  Demand customer MDQ for 2005-06 to 2007-08 is booked MDQ. Remaining years are NIEIR MDQ forecast adjusted for a large new customer.1096 
a: Actual. 
b: Forecast. 

Table 11.4: Forecast network connections 

 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

Total new 
residential 22083 26495 33227 38786 40678 35302 31342 

Small business 881 975 1075 1175 1251 1335 1410 

Demand business 3 3 3 3 3 3 3 

Source: Jemena, Access arrangement information, August 2009, p. 69. 

 

                                                 
 
1096  Jemena, Access arrangement information, August 2009, p. 43. 
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11.4 Consultant’s report 
The AER engaged ACIL Tasman (ACIL) to assess the reasonableness of Jemena’s 
demand forecasts and assess the actual demand compared with the forecasts in the 
earlier access arrangement period. 

ACIL undertook a desktop review of the methodology and the assumptions used by 
Jemena and its consultants NIEIR.  

Earlier access arrangement period 
For the earlier access arrangement period the ACIL Tasman demand forecast report 
(ACIL report) notes that: 

market growth has not been as strong as forecast by the IPART in 2005. The 
ACIL report notes that a number of factors may have contributed to 
the shortfall in actual versus forecast demand in this sector 
including the lower than forecast customer numbers, decreasing gas 
demand per customer and temperature effects, with milder winters 
resulting in lower demand.1097 

Access arrangement period 
For the access arrangement period the ACIL report concludes that: 

 the NIEIR’s use of key indicators is appropriate for the purpose of developing 
demand forecasts1098 

 the NIEIR’s use of normalised heating degree days (HDD), marketing campaign, 
government policy and general economic conditions are a reasonable basis on 
which to develop gas demand forecast.1099 

Volume customers 
The ACIL report notes that it is reasonable to expect that average consumption per 
volume customer will continue to decline, as is evident in the historical trends. 1100 

The ACIL report submits the actual gas consumption per customer has trended 
upward at an average rate of around 0.07 GJ per annum over the period 2005–09.1101If 
the trend is maintained over the next access arrangement, then the average gas use per 
customer would be between 2.7 and 5.4 GJ per annum higher than forecast by 
Jemena.1102 

                                                 
 
1097  ACIL Tasman, Review of demand forecasts for Jemena for the access arrangement period commencing 

1 July 2010, 2 February 2010, p. 21 (ACIL, Demand forecast report, 2 February 2010). 
1098  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1099  ACIL, Demand forecast report, 2 February 2010, pp. 19–21. 
1100  ACIL, Demand forecast report, 2 February 2010, p. 31. 
1101  ACIL, Demand forecast report, 2 February 2010, p. 28. 
1102  ACIL, Demand forecast report, 2 February 2010, p. 28. 
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The ACIL report notes that Jemena forecasts are on average between 8 and 
16 per cent below the historical trend1103 and there is no evidence to support the step 
change in average customer consumption that is implicit in the volume customer 
forecasts proposed by Jemena. 1104 

The ACIL report notes that the 2008–09 year was a significantly colder year than 
average with HDD of 602 compared to an average HDD of 512 for the five years 
ended June 2009. The ACIL report outlines that the methodology adopted to derive 
the 2009–10 forecast is likely to understate consumption in 2009–10. 

The ACIL report adopts a methodology that yields higher forecasts for volume 
customer demand forecast than those proposed by Jemena. The ACIL report forecasts 
volume customer demand per customer by extrapolating data (normalised for 
weather) for the five years 2004–05 to 2008–2009 on a linear trend.  
 
As a consequence, the ACIL report recommends that the volume customer demand 
forecast should be adjusted upward to reflect an average rate of consumption per 
customer, and provides an alternative forecast for customer gas quantities.1105  

Demand customers 
The ACIL report notes a sharp decline in forecast gas consumption in the demand 
sector of around 4.4 PJ per annum or 6.8 per cent for 2009–10.1106 The ACIL report 
also notes that the forecast in this year effectively sets the starting point for the access 
arrangement period, and considers it important to further investigate the reasons why 
the NIEIR report modelling produces this result when actual demand data for NSW 
for 2008–09 does not show any steep decline.1107 

The ACIL report submits that the NIEIR report considers a relatively pessimistic 
scenario for the economy and that certain measures1108 appear to have mitigated the 
impact of the global financial crisis (GFC) in Australia.1109 As a result, the ACIL 
report considers that the Australian economy is likely to recover more quickly than 
assumed in the NIEIR report. 

The ACIL report notes these underlying assumptions have likely overstated the 
reduction in gas for 2009–10,1110 as supported by data on recent actual gas 
consumption. 
 
In light of the above observations, the ACIL report recommends an alternative 
(higher) forecast for demand customers. The approach is similar to that which the 

                                                 
 
1103  ACIL, Demand forecast report, 2 February 2010, p. 28. 
1104  ACIL, Demand forecast report, 2 February 2010, p. 31. 
1105  ACIL, Demand forecast report, 2 February 2010, p. 32. 
1106  ACIL, Demand forecast report, 2 February 2010, p. 33. 
1107  ACIL, Demand forecast report, 2 February 2010, p. 33. 
1108  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1109  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1110  ACIL, Demand forecast report, 2 February 2010, p. 20. 
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ACIL report adopts for volume customers. That is, the ACIL report forecasts demand 
by extrapolating data for the five years 2004–05 to 2008–2009 on a linear trend. 

The ACIL report notes that while the higher demand forecasts will affect MDQ, the 
change in MDQ is not necessarily proportional to the change in demand forecasts.  

11.5 Submissions 
The AER received submissions from the Energy Markets Reform Forum (EMRF), 
Energy Users’ Association of Australia (EUAA), AGL Energy (AGL) and 
EnergyAustralia concerning Jemena’s demand forecasts. 

11.5.1 Energy Market Reform Forum 
The EMRF submits that distribution businesses have an incentive to understate 
growth in consumption or to front-end load the forecast growth over the period.1111  

The ERMF notes that using the first method will allow the service provider to use the 
lower figure in the denominator of the calculation of tariffs and overstate the amount 
of funds raised on a unit basis.1112 The second method allows the recovery of cash 
earlier and therefore provides a greater net present value of the cash flow to the 
business.1113 

The EMRF also submits that it does not have its own forecasts for growth over the 
coming regulatory period. However, EMRF members have noted some growth due to 
national and internal economic growth.1114  

The EMRF further submits that there is an incentive to overstate new connections to 
justify forecast capital expenditure.1115 

Volume customers 
The EMRF submits that volume customers appear to be reducing the amount of gas 
used per site per annum over time.1116 The EMRF also submits that this reduction is 
not as steep as Jemena observes. The EMRF notes actual data confirms there is a 
consistent trend of a small reduction in usage per site over time of about 0.5 per cent 
per year. However, Jemena indicates that the trend would be three times this rate.1117 
EMRF considers this step change is not credible.1118  

Demand customers 
The EMRF observes that demand customers are very large customers which consume 
about two thirds of the total gas transported on the Jemena network and have unique 
                                                 
 
1111  EMRF, NSW Gas Distribution Revenue Reset, Jemena Application: A reponse by the Energy Markets 

Reform Forum, 9 November 2009, p. 58. (EMRF, Submission to the AER, 9 November 2009). 
1112  EMRF, Submission to the AER, 9 November 2009, p. 58. 
1113  EMRF, Submission to the AER, 9 November 2009, p. 58. 
1114  EMRF, Submission to the AER, 9 November 2009, p. 59. 
1115  EMRF, Submission to the AER, 9 November 2009, p. 58. 
1116  EMRF, Submission to the AER, 9 November 2009, p. 61. 
1117  EMRF, Submission to the AER, 9 November 2009, p. 61. 
1118  EMRF, Submission to the AER, 9 November 2009, p. 61. 
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tariffs.1119 The EMRF notes that Jemena’s forecasts show a significant reduction in 
gas forecast to be transported in 2009–10 which are used as the basis for the forecasts 
for the access arrangement period.1120 The EMRF notes that the forecast consumption 
for 2008–09 does not show this trend. 

The EMRF notes that forecasts for the current period were significantly overstated in 
the IPART decision in 2005 which Jemena submits led to less than expected 
revenue.1121 The EMRF submits that it is not convinced that this is the case. The 
EMRF states that demand customers pay for transport on the basis of MDQ and not 
annual consumption.1122  

11.5.2 Energy Users’ Association of Australia 
The EUAA submits that while Jemena has highlighted the difficulty of the recovering 
revenues in the price controlled regime, it is the responsibility of the service provider 
to manage such risks through appropriate forecasting as they have the best 
information to do so.1123  

11.5.3 AGL 

Volume customers 
AGL submits that the volume market demand forecast is characterised by a projected 
growth in customer numbers, but offset by a significant decline in gas usage per 
customer, which AGL considers reasonable.1124 AGL does not consider that Jemena 
provides much evidence to support this decline in gas usage per customer.1125 AGL 
raises the following issues: 

 AGL queries how the NIEIR report has calculated the load per customer for 
existing and new customers supplied by Jemena1126 

 AGL queries whether factors driving higher usage were included, such as 
increases in dwelling sizes and increased penetration of central and space 
heating.1127 AGL also notes Australian Bureau of Statistics (ABS) figures that 
show a stronger increase in the number of dwellings using gas for water heating 
from 20.8 per cent in 1999 to 25.5 per cent in 2008.1128  

                                                 
 
1119  EMRF, Submission to the AER, 9 November 2009, p. 59. 
1120  EMRF, Submission to the AER, 9 November 2009, p. 60. 
1121  EMRF, Submission to the AER, 9 November 2009, p. 60. 
1122  EMRF, Submission to the AER, 9 November 2009, p. 60. 
1123  EUAA, Submission to the AER on Jemena Gas Networks’ Access Arrangement proposal 2010/11–

2014/15, 10 November 2009, p. 18 (EUAA, Submission to the AER, 10 November 2009). 
1124  AGL, Submission: JGN Access Arrangement 2010–2015, 10 November 2009, p. 5 (AGL, Submission to 

the AER, 10 November 2009). 
1125  AGL, Submission to the AER, 10 November 2009, p. 6. 
1126  AGL, Submission to the AER, 10 November 2009, p. 6. 
1127  AGL, Submission to the AER, 10 November 2009, p. 6. 
1128  AGL, Submission to the AER, 10 November 2009, p. 6. 
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AGL queries the assumptions used in the NIEIR report and in particular the weather 
normalisation calculations. AGL submits calculations on weather normalisations of 
560 HDD average for 2003–2008 based on Bureau of Meteorology (BoM) data for 
Sydney compared to the NIEIR report standard HDD of 489.1129  

Demand customers 
AGL does not have any major issues in relation to the forecast for demand 
customers.1130 

AGL queries whether demand for the existing gas-powered generation (GPG) has 
been factored into the projections.1131 AGL notes the GPG represents a new avenue 
for gas consumption within the network and submits that this should partially offset 
the flat trend forecast for large manufacturing sites.1132 AGL submits that volumes 
associated with GPG should be included in the demand forecasts.1133  

11.5.4 EnergyAustralia 
EnergyAustralia submits that the NIEIR report has taken an overly pessimistic view 
of the economic future and the report should be updated in light of more recent 
information.1134  

EnergyAustralia submits it agrees with the approach to forecasting load in the volume 
sector.1135 However, EnergyAustralia submits that the information presented in the 
tables in the NIEIR report is confusing, as it is neither clear whether the information is 
being presented on a calendar year or financial year basis, nor whether the customer 
numbers are average customer numbers or point in time customer numbers.1136 
EnergyAustralia further submits that the reduction in average usage for existing 
customers does not reconcile with the information provided in section 4 of the NIEIR 
report.1137 

11.6 AER’s analysis and considerations 

11.6.1 Demand in the earlier access arrangement period 
The AER notes EMRF’s submission that, because demand customers are charged on 
the basis of MDQ and not consumption, it is not convinced that Jemena would have 
received less revenue than expected in the earlier access arrangement period as a 
result of lower than expected demand.1138  

                                                 
 
1129  AGL, Submission to the AER, 10 November 2009, p. 7. 
1130  AGL, Submission to the AER, 10 November 2009, p. 5. 
1131  AGL, Submission to the AER, 10 November 2009, p. 5. 
1132  AGL, Submission to the AER, 10 November 2009, p. 5. 
1133  AGL, Submission to the AER, 10 November 2009, p. 5. 
1134  EnergyAustralia, Submission on Jemena Gas Networks’ Access Arrangement Proposal 2010 to 2015, 

10 November 2009, p. 25 (EnergyAustralia, Submission to the AER, 10 November 2009). 
1135  EnergyAustralia, Submission to the AER, 10 November 2009, p. 25. 
1136  EnergyAustralia, Submission to the AER, 10 November 2009, p. 25. 
1137  EnergyAustralia, Submission to the AER, 10 November 2009, p. 25. 
1138  EMRF, Submission to the AER, 9 November 2009, p. 60. 
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The AER notes Jemena’s submission that it receives most of its revenue from volume 
customers. Volume customer load is below the IPART final decision by 18 PJ, or 
10 per cent, over the earlier access arrangement period, which results in a shortfall of 
revenue of about 8 per cent.1139 

11.6.2 Demand forecasts in the access arrangement period 
Jemena proposes lower forecast average annual growth in demand for the access 
arrangement period at 0.4 per cent1140 compared with 2.0 per cent1141 for the earlier 
access arrangement period.  

The AER requested further information regarding actual load and customer numbers 
for 2008–09 and revised demand customer load forecasts for 2009–10.1142 Figure 11.1 
compares load forecasts and actual demand in the earlier access arrangement with the 
access arrangement period, originally submitted by Jemena in its access arrangement 
proposal and the revised forecast for 2009–10, and demonstrates:  

 the earlier access arrangement period forecasts in aggregate approved by the 
IPART were on average 3.0 per cent higher than actual load over the earlier access 
arrangement period 

 demand grew constantly in the earlier access arrangement, and is forecast to 
remain relatively flat from 2010–11 to 2012–13 with growth returning from 2012–
13 for the remainder of the access arrangement period.1143  

                                                 
 
1139  Jemena, Access arrangement information, August 2009, p. 45. 
1140  Jemena, Access arrangement information, August 2009, p. 54. 
1141  ACIL, Demand forecast report, 2 February 2010, p. 5. 
1142  Jemena, Response to AER 08 December 2009 questions, 13 January 2010 p. 6. 
1143  Jemena, Access arrangement information, August 2009, pp. 43, 69. 
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Figure 11.1: Actual and forecast annual demand volumes (TJ) 

80000

85000

90000

95000

100000

105000

2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14 2014-15

Forecast (AAI) Actual Revised forecast

 

Source:  Jemena, Access arrangement information, August 2009, pp. 44, 69.  
Note:  2009–10 actual values are estimated values. 

11.6.2.1 Volume and demand customer load forecasts 

Volume customers 
The AER notes Jemena’s proposal and the ACIL report and agrees that average 
consumption per customer is likely to fall over the access arrangement period. 
Reasons for the expected decline include government polices and public opinion that 
support improved energy efficiency, reduced hot water consumption and increased 
use of renewable sources such as solar electric.1144  

The AER considers, however, that Jemena has not provided sufficient justification for 
the steepness of its proposed rate of decline in the average consumption per customer 
from the last year of the earlier access arrangement period to the first year of the 
access arrangement period and subsequently over the access arrangement period. As a 
result the AER considers that Jemena’s forecast demand for volume customers over 
the access arrangement period is understated. Therefore its demand forecasts for 
volume customers are not arrived at a reasonable basis to provide a best estimate or 
forecast, that reflects improvements in general economic conditions.1145  

The forecast demand for volume customers proposed by Jemena and the demand 
approved by the AER, which is based on the methodology outlined in the ACIL 
report, are shown in Table 11 5. Given the above considerations, the AER does not 

                                                 
 
1144  ACIL, Demand forecast report, 2 February 2010, p. 31. 
1145  NGR r. 74 (2). 
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approve the volume customer forecasts proposed by Jemena and requires Jemena to 
amend its volume forecasts as outlined in amendment 11.1. 

Table 11.5: Demand forecasts for volume customers (units as stated) 

 Jemena's proposal (TJ) AER draft decision (TJ) Difference (%) 

2010–11 32 435 34 967 7.0 

2011–12 32 480 35 864 10.4 

2012–13 33 187 36 804 10.9 

2013–14 34 010 37 561 10.4 

2014–15 34 769 38 175 9.8 

Source: Jemena, Access arrangement information, August 2009, p. 69 and ACIL, 
Demand forecast report, 2 February 2010, p. 32. 

Figure 11.2 compares the actual and forecast demand for volume customers submitted 
by Jemena and the values determined by the AER in the draft decision. 

Figure 11.2: Demand forecasts for volume customers 
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Source: Jemena, Access arrangement information, August 2009, p. 69 and ACIL, 
Demand forecast report, 2 February 2010, p. 3. 

Weather adjustment 
AGL submits a 560 HDD average for 2003–08 based on BoM data for Sydney 
compared to the 489 as calculated in the NIEIR report. The ACIL report notes that 
both figures are correct.  
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The ACIL report submits that the differences stem primarily from the use of data from 
different weather stations and the use of different time periods.1146 The ACIL report 
further submits that the choice of weather station in the Sydney region does not 
materially affect the results of the weather normalisation process.1147  

Demand customers 
The AER sought further information from Jemena to explain the forecast decline in 
demand for 2009–10, particularly in relation to demand customers.1148 Jemena 
submitted that the large projected decline in gas consumption by demand customers in 
2009–10 was explained by a forecast decline in gas consumption by the industrial 
sector (the non–commercial part of the contract market).1149The NIEIR report also 
notes that at the time of forecasting, between March and April 2009, certain industries 
were expected to be hit disproportionally hard by the world economic recession.1150  

The ACIL report notes NIEIR’s economic outlook for Australia and NSW.1151 In 
December 2008, the ultimate effects of the GFC in Australia were uncertain and 
NIEIR considered a relatively pessimistic scenario. 1152 

The ACIL report also notes that in light of the performance of the Australian 
economy, during the first half of the 2009 and the apparent efficacy of the government 
stimulus measures, the macroeconomic indicators for NSW may well prove more 
favorable than assumed in the NIEIR report. 1153 

The updated data provided by Jemena on actual gas consumption shows that the 
demand customer consumption for the six months ended 31 December 2009 was 
32 813 PJ and Jemena now expects the demand customer load for 2009–10 to reach 
64 262 PJ compared to 60 690 PJ originally submitted by Jemena in its access 
arrangement proposal.1154 The new data shows actual consumption for demand 
customer load in 2009–10 will be in the order of 3.6 PJ higher than the estimate 
provided in the NIEIR report.1155 

The ACIL report provides further evidence from analysis conducted using the 
National Gas Market Bulletin Board. The ACIL report confirms that total gas delivery 
for customers serviced via the Jemena network was 101.5 PJ in the year to end 
November 2009 compared with 97.5 PJ based on Jemena’s proposal. 1156 

                                                 
 
1146  ACIL, Demand forecast report, 2 February 2010, p. 24. 
1147  ACIL, Demand forecast report, 2 February 2010, p. 25. 
1148  NIEIR, Letter from NIEIR to Jemena, 20 October 2009. 
1149  NIEIR, Letter from NIEIR to Jemena, 20 October 2009. 
1150  NIEIR, Letter from NIEIR to Jemena, 20 October 2009. 
1151  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1152  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1153  ACIL, Demand forecast report, 2 February 2010, p. 18. 
1154  ACIL, Demand forecast report, 2 February 2010, p. 36. 
1155  ACIL, Demand forecast report, 2 February 2010, p. 36. 
1156  ACIL, Demand forecast report, 2 February 2010, p. 35. 
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The ACIL notes that the sharp drop in demand customer load for 2009–10 forecast in 
the NIEIR report is not evident from an analysis of bulletin board data and from the 
actual consumption data provided by Jemena.1157 

Given the updated information provided by Jemena for 2009–10 and the findings of 
the ACIL report, the AER considers that Jemena’s proposed forecasts for demand 
users for the access arrangement period are understated and therefore do not reflect 
forecasts arrived at on a reasonable basis that represent the best estimate possible in 
the circumstances. The forecast demand for demand customers approved by the AER, 
which is based on the methodology outlined in the ACIL Tasman report and with 
Jemena’s demand customer forecasts are shown in Table 11.6. Given the above 
considerations, the AER does not approve the demand customer forecasts proposed by 
Jemena and requires Jemena to amend its volume forecasts as outlined in 
amendment 11.1.1158 

Table 11.6: Demand forecasts for demand customers (units as stated) 

 Jemena's proposal 
(TJ) 

AER draft 
decision (TJ) Difference (%) 

2010–11 63 590 65 870 3.6 

2011–12 64 149 66 330 3.4 

2012–13 62 570 66 791 6.7 

2013–14 62 829 67 252 7.0 

2014–15 62 933 67 713 7.6 

Source: Jemena, Access arrangement information, August 2009, p. 69 and ACIL, 
Demand forecast report, 2 February 2010, p. 37. 

Figure 11.3 compares the actual and forecast demand for demand customers 
submitted by Jemena and the values determined by the AER in the draft decision. 

                                                 
 
1157  ACIL, Demand forecast report, 2 February 2010, pp. 35–36, 39. 
1158  NGR, r. 74 (2). 
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Figure 11.3: Demand forecasts for demand customers 
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Source: Jemena, Access arrangement information, August 2009, p. 69 and ACIL, 
Demand forecast report, 2 February 2010, p. 37. 

Demand first response 
The ACIL report notes that Jemena is proposing to introduce a new 'first response' 
service for large demand customers. Jemena is forecasting for the next access 
arrangement period that 43 per cent of demand customer volume will move to the new 
first response service.1159 This is discussed in further detail in chapter 12 of the draft 
decision. 
 
The ACIL report submits that it is not clear how this service will operate relative to 
other arrangements already in place for dealing with emergency outages or other 
circumstances that may require load shedding.1160 The ACIL report notes that Jemena 
be required to provide a clear justification for the level of discount offered ad the 
assumptions regarding rate of uptake amongst eligible customer if the large 
differential impact of tariffs faced by some customers and the potential for windfall 
gains if the forecast levels of uptake of the first response service are not achieved.1161  

The AER requires Jemena to make changes to the first response demand assumptions 
as set out in amendment 12.3 of chapter 12 of the draft decision. 

Other issues 
The EMRF submits that Jemena has an incentive to front-end load demand 
forecasts.1162 The AER notes that this does not appear to be the case as shown in 

                                                 
 
1159  Jemena, Response to AER 17 December 2009 questions, 8 January 2010, p. 3. 
1160  ACIL, Demand forecast report, 2 February 2010, p. 37. 
1161  ACIL, Demand forecast report, 2 February 2010, p. 37. 
1162  EMRF, Submission to the AER, 9 November 2009, p. 58. 
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Figure 11.1, which illustrates that annual demand for the access arrangement period is 
forecast to increase over access arrangement period. There is a slight decline in 2012–
13 after which demand is forecast to increase again.  

The AER acknowledges the concerns raised by the EMRF that service providers have 
incentives to understate demand.1163  

Gas-powered generation 
The AER notes AGL’s submission that demand associated with GPG has not been 
factored into the projections.1164 While the NIEIR report excludes GPG1165 the AER 
confirms the adjustments made by Jemena to the NIEIR forecasts include GPG.1166 

11.6.2.2 Conclusion 

In light of the additional information provided by Jemena and the findings in the 
ACIL report, the AER considers that the demand forecasts for volume and demand 
customers submitted by Jemena are not arrived at on a reasonable basis and do not 
represent the best forecast possible in the circumstance in compliance with 
r. 74(2) of the NGR.  

11.6.2.3 Conclusion 

The AER does not propose to approve the demand forecasts proposed by Jemena as it 
does not comply with r. 74(2) of the NGR. The AER requires Jemena to make 
amendment 11.1 set out below.  

11.6.3 Minimum, maximum and average demand 
Jemena provides data for the minimum, maximum and average daily demand from the 
earlier access arrangement period for the years 2005–081167 (refer to Table 11.2). The 
trend for average daily demand is flat and maximum daily demand is reasonably 
stable.  

Average demand for the access arrangement period is forecast to increase by 7.8 TJ in 
2010–11 following a decrease in 2009–10. Average daily demand forecasts for the 
access arrangement period decreases slightly in 2012–13 and then continues to grow 
for the remainder of the period. The forecast of average daily demand for the access 
arrangement period is lower than the earlier access arrangement period.  

11.6.4 Customer numbers and demand by tariff class 
Average annual customer growth for the earlier access arrangement period is 
2 per cent, compared to the slower forecast growth of 0.4 per cent per annum forecast 
for the access arrangement period. Volume customers comprise around 35 per cent of 
the total load while 65 per cent is attributable to demand customers.1168  

                                                 
 
1163  EMRF, Submission to the AER, 9 November 2009, p. 58. 
1164  AGL, Submission to the AER, 10 November 2009, p. 5. 
1165  Jemena, Access arrangement information, August, 2009, appendix 5.2, pp. 49, 51, 53. 
1166  Jemena, Access arrangement information, August 2009, p. 69. 
1167  Jemena, Access arrangement information, August 2009, p. 43. 
1168  Jemena, Access arrangement information, August 2009, p. 67. 
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Figure 11.2 shows average annual consumption by customer group, volume customers 
(GJ), and demand customers (TJ), and demonstrates that: 

 volume customers consumed on average 33.1 GJ per annum over the earlier 
access arrangement period. This is forecast to reduce by 4.9 GJ over the access 
arrangement period to 28.2 GJ 

 demand customers on average consumed 145.6 TJ over the earlier access 
arrangement period and this is forecast to increase to 148.9 TJ over the access 
arrangement period. 

Figure 11.4: Actual and forecast annual demand by customer group 
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 Source: Jemena, Access arrangement information, August 2009, pp. 43, 69 and Jemena, 

Response to AER questions, 13 January 2010, p 5. 

Based on the information provided by Jemena,1169 the forecast average annual growth 
in new customer connections over the access arrangement period is 4.6 per cent. This 
annual growth rate is significantly higher than the forecast annual average demand 
growth of 0.8 per cent implicit in the demand forecasts approved by the AER. A high 
growth rate in new connections is consistent with a relatively low annual average 
growth in demand if the assumption of decreasing average demand per customer is 
reasonable.  
 
The AER acknowledges the concerns of the EMRF,1170 AGL1171 and 
EnergyAustralia1172 regarding the forecast decline in average demand per customer. 
AGL in particular queries many of the key underlying assumptions of the NIEIR 

                                                 
 
1169  Jemena, Access arrangement information, August 2009, p. 69. 
1170  EMRF, Submission to the AER, 9 November 2009, p. 61. 
1171  AGL, Submission to the AER, 10 November 2009, p. 6. 
1172  EnergyAustralia, Submission to the AER, 10 November 2009, p. 25. 
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report.1173 The AER does not agree with the rate of decline in average consumption 
per customer proposed by Jemena and agrees with the methodology proposed by 
ACIL. Table 11.7 shows the AER's resulting average consumption per customer 
(adjusted for weather) compared with Jemena’s proposal over the access arrangement 
period. 

Table 11.7: Comparison of average consumption per customer (units as stated) 

 Jemena's 
proposal (GJ) 

AER draft 
decision (GJ) Difference (%) 

2010–11 29.3 31.3 6.8 

2011–12 28.3 31.0 9.4 

2012–13 27.9 30.7 9.9 

2013–14 27.8 30.4 9.4 

2015–14 27.7 30.1 8.7 

Source: Jemena, Access arrangement information, August 2009, p. 65;ACIL, Demand 
forecast report, 2 February 2010, p. 29; AER analysis. 

11.6.5 Forecast pipeline capacity and utilisation 
The AER notes that Jemena provides no information on capacity and utilisation. The 
AER acknowledges that a distribution network is a meshed network made up of inter-
connected pipes and there are a number of practical considerations governing why the 
calculation of utilisation is not straightforward, and so therefore may not be 
practicable.  

11.7 Conclusion 
The AER does not propose to approve the demand forecasts proposed by Jemena as 
they do not comply with r. 74(2) of the NGR and requires Jemena to make the 
amendment below. 

11.8 Amendments required to the access arrangement 
proposal 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 11.1: amend the access arrangement information to delete Table 5-11 
and replace it with the following: 

                                                 
 
1173  AGL, Submission to the AER, 10 November 2009, p. 7. 
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June years 2008–09 2009–10 2010–11 2011–12 2012–13 2013–14 2014–15 

Total load 
(TJ)        

Residential 23 041 21 381 22 073 22 650 23 354 23 809 24 146 

Business 11 946 12 850 12 894 13 214 13 450 13 752 14 029 

Total 
volume 
customers 

34 987 34 231 34 967 35 864 36 804 37 561 38 175 

Demand 
Customers 65 618 65 409 65 870 66 330 66 791 67 252 67 713 

Total load 100 605 99 640 100 837 102 194 103 595 104 813 105 888 

Customer 
numbers        

Residential 1 021 412 1 049 749 1 076 880 1 115 666 1 156 343 1 191 645 1 222 988 

Business 31 198 30 869 30 876 31 083 31 492 32 110 32 677 

Total 
volume 
customers 

1 052 610 1 080 618 1 107 756 1 146 749 1 187 836 1 223 755 1 255 664 

Demand 
customers 414 423 424 424 424 425 426 

New 
network 
connections 

       

New estates 
and high 
rise 

17 095 21 280 26 954 31 565 33 655 28 495 24 768 

Electricity 
to gas 4988 5215 6273 7220 7022 6807 6575 

Total new 
residential 22 083 26 495 33 227 38 786 40 678 35 302 31 342 

Small 
business 881 975 1075 1175 1251 1335 1410 

Demand 
customers 3 3 3 3 3 3 3 

HDD index 
standard        

HDD index 486 483 480 477 474 471 468 

Average        
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residential 
load per 
year (GJ) 

Existing 
customers 22.3 21.1 20.9 20.6 20.4 20.2 20.0 

New estates 
and high 
rise 

20.3 19.7 19.9 20.0 19.8 19.4 19.1 

Electricity 
to gas 15.7 15.2 15.5 15.7 15.7 15.6 15.6 

Average 
load all 
residential 

22.3 20.6 20.4 20.1 20.0 19.7 19.4 

Maximum 
daily 
quantity 
demand 
customers 
(MDQ) 

       

MDQ 
demand 
customers 

334.2 317.5 327.9 330.7 325.0 325.9 326.0 
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12 Tariffs–distribution pipelines 
12.1 Introduction 
This chapter sets out the AER’s consideration of Jemena’s tariff proposal against the 
distribution pricing requirements in the NGR. 

12.2 Regulatory requirements 
Rule 48(1)(d)(i) of the NGR provides that a full access arrangement must specify for 
each reference service the reference tariff. 

Rule 72(1)(j) of the NGR provides that the access arrangement information for a full 
access arrangement must include the proposed approach to the setting of tariffs 
including: 

(i) the suggested basis of reference tariffs, including the method used to 
 allocate costs and a demonstration of the relationship between costs and 
 tariffs; and 

(ii) a description of any pricing principles employed but not otherwise 
 disclosed under this rule; 

Rule 93(1) of the NGR provides that total revenue is to be allocated between 
reference and other services in the ratio in which costs are allocated between reference 
and other services. Rule 93(2) of the NGR provides that costs are to be allocated 
between reference and other services as follows: 

(a) costs directly attributable to reference services are to be allocated to 
 those services; and 

(b) costs directly attributable to pipeline services that are not reference 
 services are to be allocated to those services; and 

(c) other costs are to be allocated between reference and other services on 
 a basis (which must be consistent with the revenue and pricing 
 principles) determined or approved by the AER. 

Rule 94(1) of the NGR provides that for the purpose of determining reference tariffs, 
customers for reference services provided by means of a distribution pipeline must be 
divided into tariff classes. Rule 94(2) of the NGR provides that a tariff class must be 
constituted with regard to the need to group customers for reference services together 
on an economically efficient basis and to avoid unnecessary transaction costs. 

Rule 94(3) of the NGR provides that for each tariff class, the revenue expected to be 
recovered should lie on or between: 

(a) an upper bound representing the stand alone cost of providing the 
 reference service to customers who belong to that class; and 

(b) a lower bound representing the avoidable cost of not providing the 
 reference service to those customers. 

Rule 94(4) of the NGR provides that a tariff, and if it consists of two or more charging 
parameters, each charging parameter for a tariff class: 
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(a) must take into account the long run marginal cost for the reference 
 service or, in the case of a charging parameter, for the element of the 
 service to which the charging parameter relates; 

(b) must be determined having regard to: 

 (i) transaction costs associated with the tariff or each charging  
  parameter; and 

 (ii) whether customers belonging to the relevant tariff class are able 
  or likely to respond to price signals. 

If the service provider cannot recover the expected revenue it requires under r. 94(4) 
of the NGR, then r. 94(5) of the NGR provides that the tariffs can be adjusted to 
ensure recovery of expected revenue with minimum distortion to efficient patterns of 
consumption. 

Rule 96 of the NGR provides that the AER may approve a discount for a particular 
class of users or prospective users if is satisfied that: 

(a) the discount is necessary to: 

 (i) respond to competition from other providers of pipeline services 
  or other sources of energy; or 

 (ii) maintain efficient use of the pipeline; and 

(b) the provision of the discount is likely to lead to reference or equivalent 
tariffs lower than they would otherwise have been. 

If the AER approves the discount under r. 96 of the NGR, the AER may also approve 
allocation of the cost, or part of the cost, of providing the discount to the costs of 
providing a reference or other service in one or more future access arrangement 
periods. 

12.3 Jemena’s proposal 
Jemena proposes the following reference services for the access arrangement period: 

 haulage service 

 meter data service.1174 

12.3.1 Allocation of total revenue and costs 
Jemena submits that costs are allocated such that the revenues for negotiated and 
ancillary services are deducted from total revenue. The residual costs are then 
allocated to the haulage reference service and meter data reference service.1175 

                                                 
 
1174  Jemena, Access arrangement information, August 2009, p. 167. 
1175  Jemena, Access arrangement information, August 2009, p. 175. 



 

 255

Jemena allocates its operating expenditure costs to the haulage reference service and 
meter data.1176 Jemena allocates capital costs based on the share of the regulatory 
asset base attributable to each reference service.1177 

12.3.2 Tariffs—distribution pipelines 

12.3.2.1 Division of customers into tariff classes 

Jemena proposes to divide customers for haulage services into the volume and 
demand categories based on gas consumed. Volume customers are small customers 
consuming 10TJ or less per year. Demand or large customers are users that are likely 
to consume more than 10 TJ per year.1178 

Jemena proposes two volume tariff classes. The two volume tariff classes consist of 
one coastal tariff class and one country tariff class.1179 

Jemena proposes 24 demand tariff classes consisting of one country tariff class, one 
demand throughput tariff class, 11 coastal tariff classes plus an additional 11 demand 
first response tariff classes (one for each coastal tariff class). 1180 

In addition to the haulage services there is an additional meter data service. The 
proposals for these tariff classes are outlined below. 

Volume customers 

Earlier access arrangement period 
In the earlier access arrangement a uniform network charge applied to all volume 
customers based on the volume of gas consumed.1181 A separate trunk tariff was 
charged to volume customers in the coastal areas of the network.1182 

Access arrangement period 
The volume tariffs have not changed significantly in the access arrangement period. 
The main difference is that the two customer groups have been categorised into two 
different tariff classes: 

 V–Coastal tariff—applies to small customers that have gas supplied from the 
trunks in the Wilton section of the network.1183 

 V–Country tariff—applies to small customers that are located in country network 
sections and do not use the trunk mains (i.e. parts of the network outside Sydney, 
Newcastle and Wollongong).1184  

                                                 
 
1176  Jemena, Access arrangement information, August 2009, p. 176. 
1177  Jemena, Access arrangement information, August 2009, p. 176. 
1178  Jemena, Access arrangement information, August 2009, p. 182. 
1179  Jemena, Access arrangement information, August 2009, p. 183. 
1180  Jemena, Access arrangement information, August 2009, pp. 183–184. 
1181  Jemena, Access arrangement information, August 2009, p. 182. 
1182   Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

p. 52. 
1183  Jemena, Access arrangement information, August 2009, p. 183. 
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This new classification of volume customers has not in substance changed the nature 
of charging arrangements. As in the earlier access arrangement period, small users in 
the coastal area are still charged for use of trunk on top of a local network tariff and 
country users are just charged a local network tariff. 

Demand customers 

Earlier access arrangement period 
Jemena's tariff structure in the earlier access arrangement was complex and contained 
a large variety of tariffs. The main reference service was a capacity based tariff and 
was charged on dollars per GJ of maximum daily quantity (MDQ) per annum. To 
provide flexibility to users in meeting their gas requirements, the reference service 
was complemented by a suite of services such as additional services for authorised 
and unauthorised overruns, and short term services such as the summer tranche 
service. 

The network tariffs within the coastal part of the network discriminated between users 
in different locations. This meant that users in Wollongong zone 1 for the same level 
of gas consumed paid lower local network tariffs than Newcastle zone 1 users and 
Newcastle zone 1 users paid lower tariffs than Sydney zone 1 users.1185 Generally, the 
differential in the network tariffs between these locations has not altered as a 
consequence of the proposed change in tariff structure.1186  

In addition to the network charges, there was a separate trunk charge for customers in 
the coastal part of the network. The trunk charge was for use of the high pressure 
pipeline (trunk) which provided gas from the Moomba to Sydney and Eastern Gas 
Pipelines to customers in Sydney, Newcastle and Wollongong. The trunk charge in 
the earlier access arrangement period took into consideration the user's location within 
the network by charging the users for the length of the trunk they used and the 
volumes transported.1187 This meant that the trunk charge was based on the users 
capacity as well as location of the user's off take point on the trunk (i.e. location of the 
user along the trunk). The trunk tariff was charged so that a user in Wollongong 
would pay significantly less for gas than a user in Newcastle transporting the same 
amount of gas, based on the rationale that the user in Wollongong used less of the 
trunk. 

Access arrangement period 
Jemena’s proposed demand service offering is much more simplified compared to the 
earlier access arrangement period. A single default reference service applies and this 
is complemented by some simplified service offerings. The five key elements of 
Jemena's proposal for demand tariffs are: 

                                                                                                                                            
 
1184  Jemena, Access arrangement information, August 2009, p. 183. 
1185  Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

pp. 38–62. 
1186  Jemena, Access arrangement proposal, August 2009, pp. 50–62. 
1187   Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

p. 50. 
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 the complex network tariff structure is replaced by a single haulage service1188 

 the trunk charge is not separately charged but is combined with the network tariff 
based on gas used1189  

 the network tariff is complemented by a first response tariff which provides 
significant discounts for large users that can load shed under the conditions that 
Jemena proposes1190 

 a minimum demand bill charge ensures that a users total distribution bill does not 
reduce when the user transitions from being a volume customer to a demand 
customer1191 

 customers who seek to maintain that charging arrangement in the existing contract 
(a legacy service) are charged a 5 per cent premium. 1192 

These aspects of Jemena's proposal are outlined below. 

Network tariff 
As outlined, the default tariff for demand customers is a capacity charge based on the 
9th highest maximum demand in any one day over any 12 month period.1193 The 
network charge is not uniform across the network, but is based on whether the 
customer is located in Wollongong, Sydney or Newcastle as well as their location in 
these three areas (zonal tariffs in these area are established with reference to postcode 
locations and volume of gas consumed).1194  

Bundling of trunk in network tariff 
Jemena outlines that there is no need to maintain a separate trunk charge, because of 
the introduction of the short term trading market (STTM).1195 The STTM will mean 
that it is no longer possible to identify where gas enters and exits the trunk for a 
particular user or a particular delivery point.1196 Jemena submits that this lends itself 
to a tariff structure in which a single charge for the trunk based on gas consumed 
applies for all users within the coastal part of the network. 

The trunk charge that is blended into the capacity charge is the same for all demand 
customers irrespective of the customer’s location in the network. In this way, there is 
one tariff that combines the charge for the network and the trunk. This is called the 
hub price. The hub price is based on a uniform trunk price combined with a network 
charge based on the customer's location and the volumes it transports to that location 
                                                 
 
1188  Jemena, Access arrangement information, August 2009, p. 174. 
1189  Jemena, Access arrangement information, August 2009, appendix 15.1, pp. 7–19 (confidential). 
1190  Jemena, Access arrangement information, August 2009, p. 185. 
1191  Jemena, Access arrangement information, August 2009, p. 185. 
1192  Jemena, Access arrangement information, August 2009, pp. 170–172. 
1193  Jemena, Access arrangement information, August 2009, p. 183 and Jemena, Access arrangement proposal, 

August 2009, schedule 3, pp. 20, 40. 
1194  Jemena, Access arrangement proposal, August 2009, pp. 55–56. 
1195  Jemena, Access arrangement information, August 2009, appendix 15.1, p. 7 (confidential). 
1196  Jemena, Access arrangement information, August 2009, appendix 15.1, p. 7 (confidential). 
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within the hub. The trunk charge is established by dividing the 2009–10 demand trunk 
revenue by the 2009–10 demand gas quantities to provide a block tariff based on 
tranches of gas consumed. This trunk charge is added to the 2009-10 local network 
tariffs also based on a block structure. The combined tariff is then subject to an 
adjustment to reflect the increases in revenue sought by Jemena.1197 

First response and other offerings 
Demand customers may be eligible for two other tariffs subject to meeting certain 
requirements: 

 Capacity first response tariffs—a new discounted tariff for large customers willing 
to participate in network load shedding on a ‘first response’ basis.1198 

 Throughput tariffs—assignment to this tariff is currently made on a user request 
basis. This tariff category replaces the capping and throughput service in the 
earlier access arrangement and charges demand customers for throughput as 
opposed to capacity.1199 

Jemena proposes a first response tariff class for demand customers, which entitles 
users to a discount of 50 per cent in return for shedding load under an agreed 
curtailment plan.1200 Each of the 11 demand coastal tariff classes has a corresponding 
demand first response tariff class. Except for the 50 per cent discount that applies, the 
demand first response tariffs are identical in structure to the demand coastal tariff 
classes. Jemena assumes that all of its largest users with a network chargeable demand 
of 1800GJ will take-up the demand first response tariff.1201 Jemena also submits in 
later correspondence that after speaking with leading users, during the preparation of 
its access arrangement proposal, all these customers indicated interest in the new first 
response tariff. It was on this basis that Jemena assumes that the vast majority of 
eligible sites would take-up the first response tariff.1202 

Minimum bill 
Jemena proposes to introduce a minimum bill charge for demand customers to 
provide a smooth transition in price between volume and demand tariff classes.1203 
The purpose of the proposed minimum bill is to address incentives inherent in the 
tariff structure at the 10TJ level that have led to inefficient gas use. In the earlier 
access arrangement period, there was an incentive for users close to the 10TJ 
consumption to increase use beyond the efficient levels to move from the relatively 
higher tariff volume category to the lower tariff demand category. The consequence of 
this reclassification was that the user's network charges fell substantially as a demand 
user.1204 

                                                 
 
1197  Jemena, Access arrangement information, August 2009, appendix 15.1, pp. 7–18 (confidential). 
1198  Jemena, Access arrangement information, August 2009, pp. 183–184. 
1199  Jemena, Access arrangement information, August 2009, p. 184. 
1200  Jemena, Access arrangement information, August 2009, p. 185. 
1201   Jemena, Pricing model, August 2009 (confidential). 
1202   Jemena, Response to AER 17 December 2009 Questions, 8 January 2010, pp. 3–4 (confidential). 
1203  Jemena, Access arrangement information, August 2009, p. 185. 
1204   Jemena, Access arrangement information, August 2009, p. 185. 
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Legacy services 
Jemena proposes to maintain the MDQ billing arrangement for demand customers as 
a legacy services for users who do not transition to the new reference services. The 
initial charges payable for legacy services at the start of the access arrangement period 
will be the 30 June 2010 charges, increased by about 40 per cent to effect a premium 
of 5–6 per cent in addition to the initial increase in tariff.1205 

Meter data services 
A meter data service is a service for the provision of meter reading and on-site data 
and communication equipment to a delivery point. The meter data services are a 
bundled service provided in conjunction with haulage services.1206 Basic metering 
equipment and meter reading charges are charged at different rates for volume and 
demand customers. Demand customers pay more as they require more sophisticated 
metering equipment, which allows for daily metering.1207 

12.3.2.2 Other rule requirements 

This section outlines other aspects of Jemena's proposal that outline how it meets the 
requirements of the NGR. 

Expected revenue, stand alone cost and avoidable cost 

Jemena submits that the proposed tariff classes and tariffs are determined so that the 
expected revenue to be recovered for each tariff class for each reference service lies 
on or between stand alone and avoidable cost.1208 Table 12.1 shows that the expected 
revenue is between the avoidable cost estimate and the stand alone cost estimate. 

 

                                                 
 
1205  Jemena, Access arrangement proposal, August 2009, pp. 8–9 and Jemena, Access arrangement 

information, August 2009, pp. 170–172. 
1206  Jemena, Access arrangement information, August 2009, p. 169. 
1207  Jemena, Access arrangement proposal, August 2009, p. 60 and Jemena, Access arrangement information, 

August 2009, p. 184. 
1208  Jemena, Access arrangement information, August 2009, p. 186. 
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Table 12.1: Stand alone costs compared to expected revenue ($2009–10, real) 

Tariff class Avoidable estimate Expected revenue Stand alone estimate 

Haulage: Demand 
market segment    

DC – 1 (Sydney 1) 326 000 3 839 000 39 209 000 

DC – 2 (Sydney 2) 728 000 7 009 000 44 742 000 

DC – 3 (Sydney 3) 871 000 10 453 000 47 790 000 

DC – 4 (Sydney 4) 360 000 7 047 000 44 772 000 

DC – 5 (Sydney 5) 92 000 1 943 000 36 929 000 

DC – 6 (Newcastle 1) 243 000 3 108 000 46 610 000 

DC – 7 (Newcastle 2) 201 000 2 560 000 51 832 000 

DC – 8 (Newcastle 3) 33 000 628 000 33 013 000 

DC – 9 (Wollongong 1) c-i-c c-i-c c-i-c 

DC – 10 (Wollongong 
2) 92 000 767 000 23 852 000 

DC – 11 (Wollongong 
3) Not provided Not provided Not provided 

DC Country 393 000 3 407 000 24 433 000 

Haulage: Volume 
market segment     

Coast 244 571 000 376 508 000 694 180 000 

Country  20 174 000 42 300 000 100 978 000 

Meter Data Service    

Volume 3 251 000 5 217 000 16 001 000 

Demand 906 000 1 022 000 319 948 000 

Source:  Jemena, Access arrangement information, August 2009, appendix 15.3, pp. 5–6. 

Stand alone and avoidable costs are not provided for DC-11 (or zone 3 in the 
Wollongong area) as there are currently no demand customers in that area and 
therefore the expected revenue over the access arrangement period is zero.1209 

                                                 
 
1209  Jemena, Access arrangement information, August 2009, appendix 15.3, p. 13. 



 

 261

Charging parameters 

A charging parameter is the basis on which tariffs are charged within a tariff class i.e 
a fixed charge, $/GJ. There may be more than one charging parameter within a tariff 
class. The NGR requires that a tariff and each charging parameter must take into 
consideration long run marginal cost and must be determined having regard to 
transaction costs that are associated with the tariff or each charging parameter.1210 
Further, the tariff and charging parameter must be determined having regard to 
whether customers belonging to the relevant tariff class are able or likely to respond 
to price signals.1211  

Jemena states it has taken into consideration long run marginal costs for the proposed 
volume tariffs.1212 However, Jemena submits that it has not provided long run 
marginal costs (LRMC) for demand customers due to the effects of capital 
contributions on LRMC and because building block revenue is greater than 
LRMC.1213  

Jemena divides the combined capital and estimated incremental operating costs by the 
change in demand forecast by NIEIR to obtain a per unit estimate of the long run 
marginal cost (LRMC) for the volume tariff classas follows: 1214 

 from $27/GJ to $33/GJ, when total costs is divided by the change in demand1215 

 from $13/GJ to $30/GJ with an average of $19/GJ for annual changes in 
incremental costs and demand.1216 

Jemena states that these compare to its proposed volume haulage throughput tariff 
block 1 price of approximately $13/GJ.1217 

Jemena does not provide any analysis of the LRMC for demand customers.1218 

Prudent discounts 

Jemena proposes to continue providing prudent discounts during the next access 
arrangement.1219 For each current prudent discount Jemena provides justification for 
the discount, and why the discount is necessary to respond to competition or maintain 
efficient use of the pipeline.1220  

                                                 
 
1210  NGR, r. 94(4)(a). 
1211  NGR, r. 94(4)(b). 
1212  Jemena, Access arrangement information, August 2009, pp. 190–193. 
1213  Jemena, Access arrangement information, August 2009, p. 191. 
1214  Jemena, Access arrangement information, August 2009, p. 192. 
1215  Jemena, Access arrangement information, August 2009, p. 192. 
1216  Jemena, Access arrangement information, August 2009, p. 192. 
1217  Jemena, Access arrangement information, August 2009, p. 192. 
1218  Jemena, Access arrangement information, August 2009, p. 191. 
1219  Jemena, Access arrangement information, August 2009, section 14.5, p. 193 (confidential). 
1220   Jemena, Access arrangement information, August 2009, section 14.5, p. 193 (confidential). 



 

 262

12.3.2.3 Other considerations 

Jemena notes that, within an access arrangement period, it may apply to the AER to 
introduce or withdraw a haulage reference tariff or haulage reference tariff 
components.1221 

12.4 Submissions 

12.4.1 Reference tariffs and tariff structure 

12.4.1.1 General comments 

The Energy Markets Reform Forum (EMRF) submits that the transition to the NGR 
requires the AER to be more heavily involved in the development of the tariffs and 
their pricing structure than in previous distribution reviews.1222 

Origin notes that as a result of lower than forecast volumes in the earlier access 
arrangement period, Jemena has under-recovered revenue compared to its approved 
revenue.1223 Origin notes that the increases in tariffs for small customers is 34.3 per 
cent plus CPI and the increase in metering charges is 49 per cent plus CPI is 
significant1224 and that increases of over 30 per cent in the first year and an X factor 
less than 2 per cent does not imply a smooth price path.1225 Origin submits it would be 
helpful if the X factor for each year of the access arrangement period was clearly 
labelled as well as the P0 increases.1226 

12.4.1.2 Volume tariffs 

AGL Energy (AGL) submits that the new tariff classes should only be created if there 
are material differences in tariffs. AGL submits that new tariff classes result in 
significant costs to users initially because customers have to be reassigned to 
appropriate tariff classes. AGL also submits that the new tariff classes result in 
additional complexity and increased cost on an ongoing basis.1227 

AGL submits that the P0 adjustment for volume tariffs is a major step change and 
should be smoothed over the access arrangement period to avoid significant price 
shock.1228 

The Energy Users' Association of Australia (EUAA) submits that customer growth 
appears to be in the volume customer category and that volume customers should 

                                                 
 
1221  Jemena, Access arrangement proposal, August 2009, pp. 26–28. 
1222  EMRF, NSW Gas Distribution Revenue Reset, Jemena Application: A response by the Energy Markets 

Reform Forum, pp. 6–7 (EMRF, Submission to the AER, November 2009). 
1223  Origin, RE: Jemena Gas Networks Access Arrangement Proposal, 10 November 2009, p. 5 (Origin, 

Submission to the AER, 10 November 2009). 
1224  Origin, Submission to the AER, 10 November 2009, p. 5. 
1225  Origin, Submission to the AER, 10 November 2009, p. 6. 
1226  Origin, Submission to the AER, 10 November 2009, p. 6. 
1227  AGL, Submission: JGN access arrangement 2010–2015, 10 November 2009, p. 3 (AGL, Submission to the 

AER, 10 November 2009). 
1228  AGL, Submission to the AER, 10 November 2009, pp. 1, 3. 
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incur the bulk of capital expenditure recovery. The EUAA also submits a single 
volume customer category may not be sufficient for efficient pricing.1229 

12.4.1.3 Demand tariffs 

EnergyAdvice1230 and the EMRF1231 both submit that the merging of trunk and local 
network services for demand customers should be cost reflective for customers in all 
zones of the network. EMRF submits that the costs each user pays must represent 
their use of the network.1232 

CSR Building Products (CSR) submits that changes to the reference tariff structure 
that remove separate trunk and local network services, reduce cost reflectivity and 
increase tariffs, which may increase the risk of bypass of the Jemena network.1233 
CSR submits that the reallocation of tariffs to some users and not others is not 
equitable compared with the earlier access arrangement.1234 CSR also provides 
examples which show that its tariffs are proposed to increase on average by 
52 per cent (with some sites increasing by more than 60 per cent). This is inconsistent 
with Jemena’s proposal that there would be no material change in total revenue from 
the demand service.1235 CSR would like to know the basis on which the cost 
reallocation is proposed.1236 

EnergyAdvice submits that the inclusion of the trunk charge as part of a single 
network charge combined with the reallocation of the cost base represents an 
inappropriate basis for determining reference services and Jemena should be required 
to maintain separate trunk and local network services and tariffs.1237 
EnergyAdvice1238, the EUAA1239, Qenos1240 and CSR1241 submit that demand tariffs 
vary considerably on a site-by-site basis. EnergyAdvice provides examples in a 
confidential attachment of the differential impact of the new tariff structure on users 
in different parts of the network compared with the earlier access arrangement period. 

                                                 
 
1229  EUAA, Submission to the AER on Jemena’s gas networks’ access arrangement proposal 2010/11–

2014/15, 10 November 2009, section  5.4 (EUAA, Submission to the AER, 10 November 2009). 
1230  EnergyAdvice, Joint submission to AER on the Jemena gas networks (NSW) revised access arrangement 

— August 2009, 10 November 2009, p. 10 (EnergyAdvice, Submission to the AER, 10 November 2009). 
1231  EMRF, Submission to the AER, November 2009, pp. 14–15, 67–68. 
1232  EMRF, Submission to the AER, November 2009, p. 66. 
1233  CSR, Jemena Gas Networks (NSW) – Revised Access Arrangement – August 2009, 10 November 2009, 

p. 2 (CSR, Submission to the AER, 10 November 2009). 
1234  CSR, Submission to the AER, 10 November 2009, p. 2. 
1235  Jemena, Presentation to the AER public forum, 23 September 2009. 
1236  CSR, Submission to the AER, 10 November 2009, p. 1. 
1237  EnergyAdvice, Submission to the AER, 10 November 2009, pp. 8–10. 
1238  EnergyAdvice, Submission to the AER, 10 November 2009, p. 7. 
1239  EUAA, Submission to the AER, 10 November 2009, sections 5.3, 5.4. 
1240  Qenos, Submissions on Jemena Access Arrangement Proposal 2010–2015, 11 November 2009, pp. 1–2 

(Qenos, Submission to the AER, 11 November 2009). 
1241  CSR, Submission to the AER, 10 November 2009, p. 1. 
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This analysis shows that Newcastle customers will pay substantially less per GJ of gas 
than Sydney customers under the proposed new structure.1242  

The EMRF notes Jemena’s proposal that tariffs may vary individually, but the overall 
revenue recovery from the tariffs for the largest gas users will be much the same in 
real terms to tariffs under the earlier access arrangement, but that reasons for this need 
to be fully explained and justified.1243 Queensland Hunter Gas Pipeline (QHGP) 
submits that rates should be more reflective of the actual cost of system use, otherwise 
it will bypass Jemena’s network to supply Newcastle customers.1244 

First response tariff 
AGL would like to know how the discounted capacity first response tariff will be 
funded and asks a number of questions regarding the practical implementation of the 
tariff.1245  

EnergyAdvice and the EMRF support the new tariff.1246 However, EnergyAdvice 
submits that the AER needs to be satisfied that Jemena has used reasonable 
assumptions so the revenue outcome is not distorted.1247 Qenos submits that it may be 
difficult for customers to meet the eligibility criteria for the first response tariff.1248  

Minimum bill charge 
EnergyAdvice and EnergyAustralia submit that they do not support the proposed 
minimum bill charge.1249 EnergyAdvice questions Jemena’s logic for applying the 
minimum demand bill charge.1250 It submits that customers should not be subject to a 
minimum charge for retaining a connection after paying for connection, meter and 
capacity charges.1251 EUAA submits that the proposed minimum bill requirements 
should be scrutinised to determine if they are efficient and fair; and they do not lead to 
cost increases for existing demand customers.1252  

                                                 
 
1242  EnergyAdvice, Submission on the site tariff outcomes under proposed Jemena Gas Network (NSW) revised 

access arrangement, 5 January 2010 (EnergyAdvice, Submission to the AER, 5 January 2010) 
(confidential). 

1243  EMRF, Submission to the AER, November 2009, p. 68. 
1244  Queensland Hunter Gas Pipeline, Jemena gas network (NSW) – revised access arrangement – August 

2009, 10 November 2009, p. 4. 
1245  AGL, Submission to the AER, 10 November 2009, p. 8. 
1246  EnergyAdvice, Submission to the AER, 10 November 2009, p. 7 and EMRF, Submission to the AER, 

November 2009, p. 68. 
1247  EnergyAdvice, Submission to the AER, 10 November 2009, p. 7. 
1248  Qenos, Submission to the AER, 11 November 2009, p. 2. 
1249  EnergyAdvice, Submission to the AER, 10 November 2009, p. 17 and EnergyAustralia Retail, Jemena Gas 
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1251  EnergyAdvice, Submission to the AER, 10 November 2009, p. 17. 
1252  EUAA, Submission to the AER, 10 November 2009, section 5.4. 
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Legacy services 
AGL and Origin submit that the basis for the 40 per cent escalation in rates for legacy 
services is not provided.1253 Origin questions the need for such a high increase as an 
incentive to move customers onto the new services. It outlines that there may be other 
means such as the use of sunset clauses in existing contracts to move customers to the 
new services and avoid the need for punitive tariffs.1254 

12.4.1.4 Meter service 
EnergyAdvice would like to know the basis for the 49 per cent increase to the meter 
reading charge and the provision of on-site data and communications equipment 
charge.1255 

12.4.2 Other matters 
AGL submits that the proposed reference tariff policy should be amended to specify 
when an existing reference tariff may be varied or withdrawn, a new reference tariff 
must be approved by the AER and to provide users with prior notice if an existing 
tariff is varied or withdrawn.1256 

12.5 Round table discussion on tariffs 
The AER held a round table discussion on Jemena's proposed tariffs1257 and tariff 
structure on 11 December 2009 (Round table discussion on tariffs). At the Round 
table discussion on tariffs Jemena clarified its proposal and discussed issues raised in 
the submissions. Following the Round table discussion on tariffs Jemena submitted an 
independent expert report that provided further information about the STTM and its 
relevance to the proposed tariff structure. The information provided was a consultant 
report supporting Jemena's application to the National Competition Council for the 
reclassification of its Wilton to Wollongong (Southern trunk) and Wilton to 
Newcastle (Northern trunk) from transmission to distribution pipelines.1258 

12.6 AER’s analysis and considerations 

12.6.1 Allocation of building block revenue to reference services 
Jemena is required to allocate the total costs of the pipeline between reference 
services and other services.1259 The AER has reviewed the allocation of total revenue 
in which Jemena has subtracted non reference revenues and has allocated the 

                                                 
 
1253  AGL, Submission to the AER, 10 November 2009, p. 9 and Origin Energy Retail Ltd, Re: Jemena gas 

networks access arrangement proposal, 10 November 2009, p. 1 (Origin, Submission to the AER, 10 
November 2009). 

1254  Origin, Submission to the AER, 10 November 2009, p. 1. 
1255  EnergyAdvice, Submission to the AER, 10 November 2009, p. 8. 
1256  AGL, Submission to the AER, 10 November 2009, pp. 3–4. 
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(2010–2015) tariffs and tariff structures, 22 December Submission: JGN access arrangement 2010–2015, 
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remaining revenue to haulage reference services and meter data services. Based on the 
information provided, the AER considers Jemena’s cost allocation methodology is 
consistent with r. 93 of the NGR.  

12.6.2 Volume tariffs 
Jemena is proposing to separate country and coastal users and charge a separate tariff 
for each.1260 This is not inconsistent with the approach approved by the IPART in the 
earlier access arrangement period.1261 The reason for the categorisation is to 
differentiate the tariffs that should apply to users in the coastal part of the network 
from the tariffs in the country. This classification ensures that the coastal tariffs 
include an additional amount for use of the trunk by these customers. Despite 
submission from the EUAA that a single volume tariff class is not sufficient for 
efficient pricing1262, Jemena's proposal is not that different from its existing structure. 

The AER considers that the volume tariff classes are constituted consistent with the 
need to group customers for reference services together on an economically efficient 
basis and to avoid unnecessary transaction costs.1263 

The NGR requires that the expected revenue required to be recovered for a particular 
tariff class is between efficient stand alone and avoidable costs.1264 This may not 
mean that a tariff is set at the cost of service, as the NGR recognises that there is a 
range of efficient costs. As required under the NGR, the AER considers that the 
analysis provided by Jemena does demonstrate that the expected revenue for coastal 
and country tariff classes is between stand alone and avoidable costs as defined by 
Jemena. The AER has not considered the appropriateness of the definition of stand 
alone and avoidable costs as proposed by Jemena. This is because the AER has not 
been provided with information to support the definition of stand alone and avoidable 
costs used by Jemena and has not been able to verify the estimation of these costs 
against those definitions. In the absence of this information however, the AER 
considers that these range of efficient costs under the NGR is large, and considers that 
the information provided by Jemena is sufficient to satisfy the requirements of the 
NGR.1265 

Further the NGR recognises that the building block costs are comprised of sunk costs, 
therefore, the NGR requires that long run marginal costs are also taken into account 
when determining tariffs. This may mean that the proposed charging parameters for 
volume users may not take into account the long run marginal costs for the volume 
services as required under the NGR.1266 However, the AER has not been provided 
with sufficient information about the definition and estimation of the long run 
marginal costs for volume tariffs, even so the information provided by Jemena and the 

                                                 
 
1260   Jemena, Access arrangement information, August 2009, p. 183. 
1261   Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

pp. 24–28, 51–52. 
1262  EUAA, Submission to the AER, 10 November 2009, 10 November 2009, section 5.4. 
1263  NGR, r. 94(2). 
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fact that charging parameters for volume customers has not changed significantly 
from the earlier access arrangement period, the AER considers Jemena’s proposal is 
consistent with the NGR.1267 

Other issues  
The AER notes AGL's submission about higher administration costs and transitional 
issues1268 due to the change in the volume tariff structure, however, the AER 
considers that the reclassification of the tariff classes and the change in charging 
parameters is not inconsistent with the rules.1269 Further, the proposed tariff classes 
and charging parameters do not in substance change the underlying tariff structure 
that existed in the earlier access arrangement period.  

Origin also raises a matter in relation to the increase in volume tariffs.1270 This matter 
is considered in section 12.6.6. 

12.6.2.1 Conclusion 

Notwithstanding that in the absence of information, the AER considers the proposed 
tariff structure for volume customers is in substance similar to what was approved by 
the IPART in the earlier access arrangement period. For the reasons outlined above, 
the AER considers that Jemena’s proposed tariff classes for volume consistent with 
the requirements of r. 94 of the NGR.  

12.6.3 Demand tariffs 
As outlined coastal demand tariffs are significantly different from the earlier access 
arrangement period.1271 Jemena has proposed to combine the trunk and network 
charge, this will still mean differential pricing within the hub, but this is driven by the 
customer's location in the network and the volumes of gas it uses, not the trunk 
charge.1272 This streamlined structure does not change the network zone structure but 
has significantly reduced unnecessary transactions costs from the complex contract or 
demand tariff structure in the earlier access arrangement.  

The AER considers that the demand tariff classes are constituted consistent with the 
need to group customers for reference services together on an economically efficient 
basis and avoid unnecessary transaction costs.1273 
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12.6.3.1 Proposed network tariffs 

Coastal demand tariffs 
The AER has received submissions from large energy users1274 outlining that, based 
on site specific volumes, demand network tariffs have changed substantially from the 
earlier access arrangement period. In some cases, these users outline that tariffs may 
increase by as much as 69 per cent, while others may decrease by as much as 42 per 
cent. Some submissions question the reason for the large increase in tariffs. 1275  

CSR outlines concerns about the cost allocation within the demand tariff class leading 
to differential tariffs across tariff classes.1276  

Jemena proposes a significant increase in its total revenue requirement which largely 
accounts for the proposed increase in tariffs of 34.3 per cent.1277 In relation to 
submissions which question the overall increase in tariffs, much of the increase is 
explained by this factor. The AER has not accepted the total revenue increase as 
outlined in total revenue chapter 10 and has made adjustments. Further, as outlined in 
the demand chapter 11 certain adjustments are made to demand that also impact 
tariffs. 

The AER has reviewed the analysis and information provided by users, and confirms 
that in some locations, users are proposed to have significant increases in tariff above 
adjustments to support the increase in required total revenue. In examining Jemena's 
proposal the AER has discerned that one of the reasons for these increases is the 
combined impact of a flat trunk charge and a location based network charge. 
However, the AER notes that others factor leading to differential tariffs between 
demand customers relate to other aspects of Jemena's proposal such as the 
introduction of the minimum demand bill charge and the assumptions made about the 
take-up of the first response tariff. These matters are considered below.  

Country demand tariffs 
Besides the initial increase in tariffs to account for the change in Jemena's revenue 
requirement, the country demand tariffs have remained effectively the same from the 
earlier access arrangement. This structure was approved by the IPART in the earlier 
access arrangement and Jemena has provided information that this existing tariff 
structure is consistent with the NGR.1278 Notwithstanding the lack of information 
about aspects of its proposal such as the verification of stand alone and avoidable cost 
as outlined above, the AER considers that the country demand tariffs are consistent 
with the NGR.1279 
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12.6.3.2 Impact of the change in allocation of the trunk charge 

The change in how the trunk charge is allocated to demand users accounts for the 
largest change in network tariffs above and below the P0 adjustment for coastal 
demand users. All Country demand customer tariffs increase by the P0 adjustment.  

Jemena's allocation of the trunk costs is based on a customer level of chargeable 
demand.1280 Previously both capacity and customers location on the trunk determined 
the trunk charge. 1281 This means that trunk costs no longer depend on location of the 
customer. The AER notes that even though different network charges existed in the 
earlier access arrangement period based on location in the network, its impact across 
different locations was somewhat tempered by the differential trunk tariffs that also 
applied.1282  

EnergyAdvice submits that the AER should require Jemena to maintain separate trunk 
charges and local network services and tariffs.1283 Users at the Round table discussion 
on tariffs questioned whether the uniform hub pricing should be extended to provide 
for a uniform network charge as well i.e. so that there was only a single tariff class for 
all Coastal users.1284 

The AER considered these issues raised in submissions and at the Round table 
discussion on tariffs, to ensure that no part of the network was bearing a greater 
proportion of the trunk charges based on location (rather than their capacity 
requirement), the AER examined the relative change in the network charges between 
the two access arrangement periods. The AER determined that the zone with the 
highest network demand tariffs in the earlier access arrangement period is still the 
zone with the highest demand network tariff under Jemena's proposal. This analysis 
holds when the trunk and network tariffs are combined. 

In general, the driver for the increase in network tariffs is the increase in the total 
building block revenue, 1285 which accounts for about 34 per cent of the network tariff 
increase. In addition to this changes to the network tariff, reflect where the customer 
is located in the network (as it was previously) and the amount of gas the users 
transports. The AER notes that many submissions were received from users in parts of 
the network that have historically had high network tariffs i.e. users from the Sydney 
zones. As outlined Sydney has had higher network tariffs than zones in Newcastle and 
Wollongong. Submissions have also been received from users with significant loads, 
so the impact of blending the trunk tariff into the network block structure means that 
these users will also bear a larger proportion of the trunk charge than in the earlier 
access arrangement period. As outlined, the blending of the trunk tariff is based on 
deriving a notional trunk charge for each network tariff block. The notional trunk 
charge is based on 2009–10 trunk revenues and quantities for demand users across the 
                                                 
 
1280   Jemena, Access arrangement information, August 2009, appendix 15.1, pp. 7–19 (confidential). 
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coastal part of the network divided into the five tranches or blocks of gas consumed. 
The outcome of this estimation process is that the trunk charge is not uniform for each 
tranche or block of gas. It is also true that the estimation process results in a higher 
notional tariff charged for the tranche with the largest gas use.1286  

The AER investigated this allocation process for the trunk charges. It also considered 
whether an alternative hub pricing structure may result in a more reasonable 
allocation of trunk costs, for example the AER considered a flat charge to allocate the 
trunk costs to all demand customers instead of a block tariff approach. This resulted in 
more of the notional trunk charge being allocated to smaller customers, and only a 
small reduction in the notional trunk charge for large customers, who may also benefit 
from discounts that apply for the first response tariff. On balance and based on the 
incremental reductions for large gas users in rebalancing the notional trunk charge 
identified by this analysis the AER concluded that the allocation of the trunk charge 
proposed by Jemena was not unreasonable and provides for an allocation of the trunk 
charges consistent with the NGR requirements.1287 

Submissions requested that the AER assess whether the tariffs proposed are costs 
reflective.1288 For example, the EMRF submits that the change from the Code to the 
NGR requires the AER to be more heavily involved in the development of the tariffs 
and their pricing structure than in previous distribution reviews.1289 As outlined above 
for volume tariff classes, even though the AER recognises these concerns, the 
requirements about cost reflectivity set out in the Code, are different under the NGR. 
The NGR recognises that there is a range of efficient costs and tariff do not need to be 
set at the cost of service as was the case in the Code.1290 The NGR does not require 
that each tariff reflects the actual cost of providing the reference service to each user. 
Instead, the NGR recognises that proposed tariffs can be set within the bounds of 
stand alone and avoidable costs. Jemena's proposal submits data to demonstrate that it 
complies with these requirements under the NGR.1291  

A combined network and trunk tariff for each zone is based on tariffs that applied in 
the earlier access arrangement period.1292 These tariffs were based on a tariff setting 
methodology which accounted for the efficient cost of providing the reference service. 
In this way the proposed network tariffs takes into consideration the long run marginal 
costs and meets the requirements of the NGR for charging parameters.1293 The AER 
also considers that Jemena's proposed charging parameters are determined having 
regard to transaction costs such as transportation costs, metering charges and 
administrative costs,1294 as required by the NGR.1295 Jemena's proposed network tariff 
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structure for demand customers reduces complexity of the demand tariffs in the access 
arrangement period compared with earlier access arrangement periods and thereby 
reduces transaction costs.  

12.6.3.3 First response tariff 

As outlined above, Jemena proposes a first response tariff class for demand coastal 
customers, which provides a 50 per cent discount for eligible users from the 
prevailing network tariff. Also, except for the 50 per cent discount the demand first 
response tariff classes are identical to the demand coastal tariffs. As a consequence 
the analysis undertaken in sections 12.6.3.1 and 12.6.3.2 is also relevant to demand 
first response tariff. The AER notes EnergyAdvice and the EMRF support the first 
response tariff category1296, but AGL questions how the new tariff will be funded and 
also is concerned about its distortionary impacts on revenue.1297 Qenos submits that it 
may be difficult for customers to meet the eligibility criteria for the first response 
tariff.1298 

The AER notes that in some cases even though tariffs have increased or decreased 
markedly, some users may benefit from heavily discounted tariffs if they are in a 
position to accept the conditions of the first response tariff.1299 This is based on the 
assumptions made by Jemena about the take-up of the first response tariff,1300 which 
will mitigate some of the large increases in the proposed network tariff (which 
combines the cost of trunk).  

The EMRF states that Jemena should fully explain and justify how the overall revenue 
recovered from the tariffs for the largest gas users will be similar in real terms to the 
tariffs during the earlier access arrangement period.1301 The AER understands that the 
assumed revenue from the first response tariff will counterbalance (mitigate) the 
increase in revenue as a result of the initial adjustment to network tariffs for the 
increase in total revenue proposed and minimum demand bill. This results in Jemena 
recovering the same revenue in real terms from large users in comparison to what was 
the case in the earlier access arrangement. 

The AER recognises that the consequences of both the changes to the network tariffs 
and the discounts that apply under the demand first response need to be considered in 
concert to provide an accurate analysis of the site-by-site impact of the new tariff 
structure on demand users. In many cases submissions made on the large increases in 
the network tariff have not outlined whether the affected user will also be in a position 
to take-up the first response tariff and therefore benefit from the large discount on 
offer. 

                                                                                                                                            
 
1295  NGR, r. 94(4)(b). 
1296  EnergyAdvice, Submission to the AER, 10 November 2009, p. 7 and EMRF, Submission to the AER, 

November 2009, p. 68. 
1297  AGL, Submission to the AER, 10 November 2009, p. 8. 
1298  Qenos, Submission to the AER, 11 November 2009, p. 2. 
1299   Jemena, Access arrangement proposal, August 2009, pp. 51–52. 
1300   Jemena, Pricing model, August 2009. 
1301   EMRF, Submission to the AER, November 2009, pp. 68. 
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Jemena provides limited information to support the nature of the risk and the cost to it 
of curtailment of supply, or even in the event of supply curtailment, that this load 
shedding would not occur. Jemena does not demonstrate whether curtailment of 
supply is already accounted for within the proposed contractual or market 
arrangements with limited or no compensation. Although Jemena has provided limited 
information to support the first response tariff, the AER does not have any in principle 
issues with the provision of this service. 

Further, Jemena's proposal for the demand first response tariff relies on key 
assumptions about the level of discount that should apply and the extent of take-up of 
the tariff by large users. Expected revenue is derived from the assumptions that all its 
users above 1800GJ chargeable demand will take-up the first response tariff.1302 The 
consequence of this is that large users that do not take up this first response tariff and 
small users below 1800 GJ chargeable demand, are paying higher network tariffs to 
fund the first response tariff than would otherwise be the case.  

In relation to the assumptions made by Jemena, the AER considers that Jemena has 
not provided sufficient support to justify the 50 per cent discount proposed to induce 
customer to participate in the demand first response. Information provided does not 
support why a 50 per cent reduction compared to a lower discount may be warranted. 
The ACIL Tasman demand forecast report (the ACIL report) also questions the 
justification for the level of discount offered to first response customers.1303 The AER 
does not consider that the level of discount is supported, except by way of reference 
discussions with 20 of the largest customers that indicated that they would need a 
significant discount to take-up the first response tariff.1304 In the absence of 
information, to support the level of discount, the AER agrees with the ACIL report 
and requires Jemena to adjust the proposed discount. 

In relation to the assumptions about the extent of take-up of the demand first response 
tariff among users Jemena outlines that after speaking to large customers during the 
preparation of the access arrangement proposal, all these customers indicated interest 
in the first response tariff.1305 However, the AER considers that it is unrealistic to 
assume that all demand customers with a chargeable demand of greater than 1800 GJ 
will transition to the demand first response. This is because certain conditions must be 
met before a user is eligible for the first response tariffs and to receive the significant 
discount proposed.1306  

The AER has had confidential submissions1307 put to it which verify that certain users 
are not able to take up the demand first response tariff because operational 
considerations such as production process requirements mean that: they cannot shut 
down at all; they cannot shut down without significant costs which outweigh the 

                                                 
 
1302   Jemena, Pricing model, August 2009 (confidential). 
1303  ACIL Tasman, Review of demand forecasts for Jemena for the access arrangement period commencing 

1 July 2010, 2 February 2010, p. 37. (ACIL, Demand forecast report, 2 February 2010). 
1304   Jemena, Response to AER 17 December 2009 questions, 8 January 2010, pp. 3–4. 
1305  Jemena, Response to AER 17 December 2009 questions, 8 January 2010, pp. 3. 
1306  Jemena, Access arrangement proposal, August 2009, pp. 51–52. 
1307  Based on confidential submissions. 
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benefits of the discount; or they cannot shut down within the response time required 
by Jemena.  

Based on these submissions and in the absence of information from Jemena, the AER 
considers that a more realistic assumption is that at most 50 per cent of users with a 
chargeable demand of greater than 1800 GJ will take-up of the demand first response. 
The AER assumes that the other 50 per cent of the customers with a chargeable 
demand will remain on the default coastal capacity tariffs. The ACIL report states that 
Jemena should provide clear justification about the assumptions regarding the uptake 
amongst eligible first response customers.1308 The AER notes that Jemena has offered 
that one alternative to confirming these assumptions is to sign-up customers in 
advance of the commencement of the access arrangement period, but that this is not 
its preference. 1309 The AER does not consider that this is appropriate but agrees with 
the ACIL report and requires Jemena to substantiate the forecast demand for the first 
response tariff, the AER requires that Jemena supports its revised proposal with 
information about actual take-up of the first response tariff. 

As outlined above, the NGR requires Jemena’s expected revenue from the proposed 
tariff classes to lie on or between avoidable and stand alone costs. 1310 Based on 
information provided to it the AER does not consider that the proposed expected 
revenue from this new tariff category is based on reasonable assumptions and 
therefore the AER cannot be certain if the expected revenue complies with r. 94(3) of 
the NGR. 

As outlined in amendment 12.3, Jemena must amend its access arrangement proposal 
to reduce the demand first response discount from 50 per cent to 25 per cent and the 
assumed take-up of the demand first response tariff is half of that assumed by Jemena. 
The quantities that are removed from the first response tariff classes are to be 
allocated to appropriate demand coastal tariff classes. The amendment also requires 
Jemena to allocate the increase in expected revenue as a result of amendment 12.3 to 
capacity demand coastal customers, thereby reducing network tariffs for capacity 
demand coastal customers. In addition, Jemena is required to support its revised 
proposal with information detailing the basis for the discount and the proportion of 
customers that are proposing to take-up the demand first response tariff (as 
substantiated by user negotiations).  

12.6.3.4 Minimum bill charge 

The AER considers that a volume customer receives a very different service to a 
demand customer.1311 Since demand customers are offered a more constrained 
service1312, it should be the case that the distribution charges for a given quantity of 
gas should be lower for a demand customer in comparison to a volume customer. The 
                                                 
 
1308  ACIL, Demand forecast report, 20 December 2010, p. 37. 
1309  Jemena, Response to AER 11 December 2009 questions, 18 December 2009, pp. 3–4. 
1310  NGR, r. 94(3). 
1311  Volume customers pay for throughput, while demand customers usually pay for capacity. 
1312  Demand customers usually pay for capacity, while volume customers pay for throughput. A capacity 

service is considered more constrained as the user has less flexibility with their gas usage. For instance, if 
on a particular day a user uses less gas than their MDQ, they still get charged for the entire MDQ. Volume 
customers have greater flexibility as they only pay for the gas they actually use. 
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AER agrees with EnergyAustralia's submission1313 that logic for the minimum bill 
charge for demand customers is flawed. EnergyAdvice also submits that it does not 
support the introduction of the minimum bill charge.1314 The AER notes that one 
objective of the proposed minimum bill is to smooth tariffs for volume customers 
transitioning to demand customers.1315 The AER also notes that the proposed 
minimum bill will allow Jemena to potentially recover much more revenue from small 
demand users than in the earlier access arrangement period. This is because of the 
higher tariffs implied by the minimum bill for demand customers that are just over the 
10TJ per year consumption mark. In this way, the proposed solution to address the 
inefficient use of gas by volume customers may have the reverse effect for large 
volume users. In effect the minimum bill may result in some large volume users 
seeking to constrain consumption to avoid the minimum bill charge contra to the 
objective to promote the efficient use of gas.1316 The large volume users may avoid 
their gas consumption increasing above 10 TJ a year in order to avoid being 
reclassified as a small demand user which is charged at capacity rate. As a 
consequence, the AER considers that the minimum bill charge is not consistent with 
the national gas objective. Further, because of the likely response of smaller demand 
users to the minimum bill charge, which is higher than the underlying network tariffs, 
the AER does not consider that Jemena's proposal has had regard to r. 94(4)(b)(ii) of 
the NGR. As outlined in amendments 12.2 and 13.1, Jemena must remove the 
minimum demand bill requirement from the access arrangement proposal as it is not 
consistent with the national gas objective.1317 

12.6.3.5 Legacy services 

AGL and Origin submit that an explanation should be provided for the 40 per cent 
escalation in rates for legacy services.1318 However, the AER notes that legacy 
services are priced at a 5–6 per cent premium in comparison to the haulage reference 
services, as the proposed overall increase in tariffs is around 34.3 per cent. This 
equates to a 40 per cent increase in tariffs from the earlier access arrangement 
period.1319 The AER notes that Jemena only provides qualitative evidence to 
substantiate why legacy services should be priced at a 5–6 per cent premium. Namely, 
as an incentive to encourage customers to move to the new arrangements as well as to 
cover its higher administrative costs for dual billing arrangements and specific 
negotiation of the required updates to service terms.1320 It does not substantiate these 
higher administrative costs. Jemena's proposal does not outline how a 5–6 per cent 
increase in tariffs will provide a disincentive for users to remain on existing contracts. 
Since legacy services are classified as reference service in chapter 2, Jemena must 
substantiate the costs associated with legacy services and demonstrate how these costs 
have been incorporated into total revenue. These costs then have to be allocated to 
                                                 
 
1313  EnergyAustralia, Submission to the AER, November 2009, p. 22. 
1314  EnergyAustralia, Submission to the AER, November 2009, pp. 4, 22. 
1315  Jemena, Access arrangement information, August 2009, p. 185. 
1316  NGL, s. 23. 
1317  NGL, s. 23. 
1318  AGL, Submission to the AER, 10 November 2009, p. 9 and Origin, Submission to the AER, 

10 November 2009, p. 1. 
1319  Jemena, Access arrangement information, August 2009, p. 172. 
1320  Jemena, Access arrangement information, August 2009, p. 172. 
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reference services as required by r. 93 of the NGR. In addition, the underlying 
reference tariff including the premium of 5–6 per cent, needs to be determined with 
reference to r. 94 of the NGR The AER does not consider Jemena has not 
demonstrated that and the reference tariffs for legacy services are complaint with r. 93 
or r. 94 of the NGR.  

As required by amendment 12.4 the AER requires the premium on legacy services to 
be removed as the administrative costs are not separately identified and allocated as 
required by the NGR. Further, amendment 12.4 requires reference legacy services to 
be reflected in the tariff schedules contained in schedule 2 of the access arrangement 
proposal. The tariffs for legacy services must be compliant with r. 93 and r. 94 of the 
NGR.  

12.6.3.6 Ancillary services 

Since ancillary services are classified as reference services in pipeline services chapter 
(chapter 2), Jemena must demonstrate how the costs associated with ancillary services 
have been incorporated into total revenue. These costs then need to be allocated to 
reference services consistent with r. 94 of the NGR. As outlined in amendment 13.1 
the ancillary services tariffs in schedule 2 of the access arrangement proposal must be 
updated so they are determined in accordance with r. 93 and r. 94 of the NGR. 

12.6.3.7 Conclusion 

The nature of tariff classes for demand customers has changed significantly for 
coastal customers from the earlier access arrangement period. However, given the 
expected revenue of each tariff class is between avoidable and stand alone costs, the 
AER considers Jemena’s proposed tariff classes for demand users are consistent with 
the requirements of r. 94(3) of the NGR. 

The proposed network charge (which includes a trunk charge) is consistent with the 
requirements of the NGR in setting tariffs for tariff classes and determining the 
charging parameters.1321  

However in relation to four demand tariffs, as outlined above, the AER does not 
consider that the minimum bill, first response, legacy services or ancillary services 
tariffs are consistent with the NGR. These tariffs are required to be amended from 
Jemena's access arrangement proposal as outlined in amendment 13.1 in chapter 13, 
which sets out the new tariff schedule. 

12.6.4 Meter data services 
As outlined, meter data services, which are bundled with the network tariffs for 
volume and demand users.1322  

Jemena demonstrates that the expected revenue for meter data service is between 
avoidable and stand alone estimates.1323 However, Jemena uses a proxy for standalone 

                                                 
 
1321  NGR, rr. 94(3) and 94(4). 
1322   Jemena, Access arrangement information, August 2009, p. 169. 
1323  Jemena, Access arrangement information, August 2009, appendix 15.3, pp. 5–6. 
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costs for meter data service since meter data services are provided by an external 
contractor.1324  

The meter data services proposed by Jemena are similar to the meter data services 
offered in the earlier access arrangement. The meter reading charge and provision of 
on site data communication equipment charge contains now only one charging 
parameter, unlike the earlier access arrangement which has two.1325  

As outlined for the volume and demand tariff classes the AER has not been provided 
with information to support the definition of stand alone and avoidable costs used by 
Jemena.1326 The AER considers that if these services are provided by external parties 
that reference to an external contract costs may be reasonable. However, in the 
circumstances where the contract for the provision of meter services are not awarded 
by competitive tender or are provided by a related party, Jemena is still required to 
demonstrate how these costs are between avoidable and stand alone cost estimates, 
particularly as it uses a proxy for stand alone costs.  

As also outlined, in the absence of this information however, the AER considers that 
these range of efficient costs under the NGR is large, and considers that the 
information provided by Jemena is sufficient to satisfy the requirements of the 
NGR.1327 

Again, as meter data services are provided by an external contractor, it may be 
reasonable that an external contractor subject to a competitive tender would not 
provide meter data services if it did not recover its long run marginal costs.1328 
However, Jemena has not provided any information about how the charging 
parameters for meter data services are compliant with r. 94(4) of the NGR.  

The AER notes that, the nature of metered data services and charging parameters has 
not changed significantly from those approved by the IPART in the earlier access 
arrangement period.1329 In the absence of information to support its proposal, but 
taking into consideration that the charging parameters for meter data services have not 
changed significantly from the earlier access arrangement period, the AER considers 
that the charging parameters for meter data services are consistent with r. 94(4) of the 
NGR. 

EnergyAdvice and Origin question the 49 per cent increase in charges relating meter 
data services.1330 The AER notes the increase in meter data services is due to an 
increase in total revenue requirement sought by Jemena. Further, the allocation of 

                                                 
 
1324  Jemena, Access arrangement information, August 2009, appendix 15.3, p. 4. 
1325  Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

pp. 38–57. 
1326  NGR, r. 94(3). 
1327  NGR, r. 94(3). 
1328  Jemena, Access arrangement information, August 2009, appendix 15.3, p. 4. 
1329  Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

pp. 38–57. 
1330  EnergyAdvice, Submission to the AER, 10 November 2009, p. 8. and Origin, Submission to the AER, 10 

November 2009, p. 5. 
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total revenue or building block costs to meter data services is consistent with the rule 
requirement to allocate costs between reference and non reference services.1331 
Therefore the proposed increase is mainly driven by the increased revenue proposed 
by Jemena. In addition, r. 94(5) of the NGR allows Jemena to adjust tariffs to recover 
revenue if the rule for tariffs and charging parameters that requires Jemena to take 
into consideration the long run marginal costs, transaction costs and customer price 
signals tariffs1332 do not does not allow Jemena to recover sufficient revenue. 

The AER also notes, that unlike haulage services, meter data services will only 
change as a result of inflation within the access arrangement period.1333  

Conclusion 

For reasons outlined above, the AER considers that the tariffs for Jemena's proposed 
meter data services can be explained and are consistent with the requirements of r. 94 
of the NGR. 

12.6.5 Prudent discounts 
Service providers offer prudent discount to users in order to respond to competition 
from other providers of pipeline services or other services of energy. Alternatively, 
the service provider may offer prudent discounts in order to maintain the efficient use 
of the pipeline.1334 

Jemena has demonstrated that the prudent discount it currently provides are necessary 
to respond to competition from other providers of pipeline services or alternative 
energy sources and are required to maintain the efficient use of the pipeline.1335 
Further, Jemena has demonstrated that the negotiated revenue from each prudent 
discount services is higher than the estimate of the avoidable costs.1336 Without the 
prudent discounts, tariffs would be higher for all other users, therefore the proposed 
prudent discounts are consistent with r. 96(2)(b) of the NGR.1337 

12.6.6 Other Considerations 

12.6.6.1 Jemena’s proposed initial adjustment to tariffs and X factors 

The AER notes that Jemena proposes a price path in real dollars for an average price 
increase1338and X factors in section 15.4.1 of the access arrangement information  

                                                 
 
1331  NGR r. 93. 
1332  NGR r. 94(4). 
1333   Jemena, Access arrangement information, August 2009, p. 203. 
1334  NGR, r. 60. 
1335  NGR, r. 96(2)(a). 
1336  Jemena, Access arrangement information, August 2009, p. 194 (confidential). 
1337  This is a result of the prudent discounts service revenue contributing to recover some of the total networks 

fixed cost. This results in less fixed cost being shared by all customers which leads to lower tariffs for all 
customers. 

1338 Jemena, Access arrangement information, August 2009, p. 178. 
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of -1.96 per cent.1339The AER notes that Jemena submits the X factors are constant 
over the access arrangement period.1340 

The AER notes Origin’s1341 and AGL’s1342 submissions regarding smoothing. The 
AER considers that smoothing is at the discretion of the service provider provided 
that, in terms of present value, forecast revenue from reference services over the 
access arrangement period equal the portion of total revenue allocated to reference 
services.1343 The AER also notes that Table 10.2 in chapter 10 of the draft decision 
sets out the smoothed revenue for Jemena over the access arrangement period.  

12.6.6.2 Withdrawal of reference services 

Jemena proposes a procedure in section 3.6 of the access arrangement proposal for the 
introduction and withdrawal of haulage reference tariffs.1344 Jemena does not provide 
any justification of why these procedures are required. 

AGL submits that the proposed reference tariff policy should be amended to specify 
when an existing reference tariff may be varied or withdrawn, that a new reference 
tariff must be approved by the AER and to provide users with prior notice if an 
existing tariff is varied or withdrawn.1345 

The AER considers that the relevant process to consider changes to reference tariffs is 
through an access arrangement revision process, this may be scheduled as outlined in 
chapter 14 or unscheduled.1346 As outlined in amendment 12.1, the AER requires 
Jemena to remove references to the introduction or withdrawal of haulage reference 
tariffs. Amendment 12.1 addresses the introduction and removal of tariffs raised by 
AGL.  

12.6.6.3 Reference tariff policy 

The AER considers that section 3 of the access arrangement must be renamed and its 
current title 'Reference Tariff Policy' deleted. This is because, unlike the Code, the 
NGR does not require a reference tariff policy and, as outlined in amendment 12.5, 
the AER considers the heading 'Reference tariffs and reference tariff variation 
mechanisms' to be more appropriate under the NGR. 

The AER notes that in the Reference services agreement (Schedule 3 to the access 
arrangement proposal), Jemena proposes that if there is any inconsistency between 
section 3 of the access arrangement (which concerns tariffs and tariff variations) and 
the reference tariff schedule, the reference tariff schedule takes precedence.1347 As 
outlined in chapter 13, the AER required Jemena to amend the access arrangement 
                                                 
 
1339  Jemena, Access arrangement information, August 2009, p. 201. 
1340  Jemena, Access arrangement information, August 2009, p. 17. 
1341  Origin, Submission to the AER, 10 November 2009, p. 6. 
1342  AGL, Submission to the AER, 10 November 2009, p. 1. 
1343  NGR, r. 92(2). 
1344  Jemena, Access arrangement proposal, August 2009, pp. 26–27. 
1345  AGL, Submission to the AER, 10 November 2009, pp. 3–4. 
1346  NGR, r. 65. 
1347  Jemena, Reference service agreement, August 2009, p. 15. 
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proposal so that the tariffs can be amended for past errors (refer to amendment 13.5). 
So that there is consistency between this proposed amendment for correction of errors, 
the AER considers that the tariff methodology rather than the tariff schedule should 
take precedence in the Reference services agreement. This is set out in amendment 
12.6. This is the consistent with the National Gas Objective.1348  

12.7 Conclusion 
As outlined above, the AER considers that: 

 Volume and demand tariffs: Jemena's access arrangement proposal for haulage 
reference services complies with r. 93 and r. 94 of the NGR, but based on 
amendments to total revenue, demand, changes to the minimum bill and first 
response tariffs set out in chapters 10, 11, 12, volume and demand tariffs require 
amendment as set out in chapter 13. 

 First response tariffs: Jemena's access arrangement proposal does not comply with 
r. 94 of the NGR and the AER requires Jemena to make the amendments set out 
below. 

 Minimum bill tariffs: Jemena's access arrangement proposal does not comply with 
r. 100 of the NGR and the AER requires Jemena to make the amendments set out 
below. 

 Legacy services: Jemena's access arrangement proposal does not comply with 
r. 93 or r. 94 of the NGR and the AER requires Jemena to make the amendments 
set out below. 

12.8 Amendments required to the access arrangement 
proposal and access arrangement information 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 12.1: amend the access arrangement proposal to: 

 delete clause 3.6 (including 3.6 H and 3.6 I) 

 delete clauses 3.2(b), 3.2(d), 3.2(e) and 3.2(f) 

 delete clause 3.4(c)(iii) 

 delete clause 3.2(g) and replace it with the following: 

Where the Service Provider makes a change to a Reference Tariff at any time 
in accordance with this section 3 of this Access Arrangement, the Service 
Provider will publish a revised Reference Tariff Schedule on the Service 
Provider’s website which will take effect from the date specified in that 
revised Reference Tariff Schedule. 

                                                 
 
1348  NGL, s. 23. 
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 delete clauses 3.3(d), 3.3(e), 3.3(f), 3.3(g)(ii) and 3.3(i) 

 delete clause 3.4(a) and replacing it with the following: 

The Service Provider will follow the procedures set out below in varying an 
existing Reference Tariff during the Access Arrangement Period. 

 delete clause 1.1 B(d) of schedule 2 – Initial Reference Tariff Schedule 

 make all consequential amendments to the access arrangement proposal and 
access arrangement information to reflect the above. 

Amendment 12.2: amend the access arrangement information by: 

 delete the following bullet point from section 14.1: 

removes perverse incentives at the volume/demand customer threshold by 
smoothing the pricing transition between these customer segments by 
introducing a minimum demand bill. 

 delete the three paragraphs under the heading titled 'Minimum demand bill' 
included in section 14.3.4. 

Amendment 12.3: amend: 

 the access arrangement information (Jemena pricing model) to halve the demand 
forecasts for demand first response tariff classes that contain more than one 
customer. The quantities that are removed from the first response are to be 
allocated to appropriate demand coastal tariff classes 

 the access arrangement proposal to reduce the demand first response discount to 
25 per cent clause 1.2 F (d) of schedule 2  

 the access arrangement information to reduce the demand first response discount 
to 25 per cent in section 14.3.4 

 the additional revenue recovered by Jemena as a consequence of the amendments 
in this amendment 12.3, must only be used to reduce tariffs for all coastal demand 
customers on an equal percentage basis.  

Amendment 12.4: amend: 

 the access arrangement proposal to remove the premium associated with the 
legacy services in section 2.4 

 the access arrangement information to remove the premium associated with the 
legacy services in section 13.3.2 

 the access arrangement information to remove the premium associated with the 
legacy services in Schedule 2 – Initial Reference Schedule. 
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Amendment 12.5: amend the access arrangement proposal to delete the words 
'Reference Tariff Policy' in the heading of section 3 and replace them with 'Reference 
Tariffs and Reference Tariff Variation Mechanism.' Make any and all subsequent 
amendments necessary to reflect this change. 

Amendment 12.6: amend the access arrangement proposal to delete section 1.5 (b) of 
Schedule 3 and replace it with the following: 

If there is any inconsistency between section 3 of the Access Arrangement 
and the Reference Tariff Schedule, unless otherwise provided, section 3 of the 
Access Arrangement takes precedence. 
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13 Tariff variation mechanism 
13.1 Introduction 
This chapter sets out the AER’s consideration of Jemena’s tariff variation mechanism. 
The purpose of the tariff variation mechanism is to equalise in present value terms the 
forecast revenue from reference services and the portion of total revenue allocated to 
reference services over the access arrangement period. The tariff variation mechanism 
includes both an annual tariff variation and a cost pass through mechanism. The tariff 
variation mechanism also includes administrative procedures for the AER to review 
and approve proposed changes to tariffs allowed under the mechanism. 

13.2 Regulatory requirements 
Rule 72(1)(k) of the NGR provides that the access arrangement information for a full 
access arrangement proposal must include the service provider’s rationale for any 
proposed reference tariff variation mechanism. 

Rule 92(1) of the NGR provides that a full access arrangement must include a 
mechanism for variation of a reference tariff over the course of an access arrangement 
period. Rule 92(2) of the NGR provides that the reference tariff variation mechanism 
must be designed to equalise in present value terms forecast revenue from reference 
services over the access arrangement period and the portion of total revenue allocated 
to reference services for the access arrangement period. 

Rule 97(1) of the NGR provides that a reference tariff variation mechanism may 
provide for variation of a reference tariff: 

(a) in accordance with a schedule of fixed tariffs; or 

(b) in accordance with a formula set out in the access arrangement; or 

(c) as a result of a cost pass through for a defined event (such as a cost pass 
through for a particular tax); or 

(d) by a combined operation of 2 or more of the above. 

Rule 97(2) of the NGR provides that a formula for variation of a reference tariff may 
(for example) provide for: 

(a) variable caps on the revenue to be derived from a particular 
combination of reference services; or 

(b) tariff basket price control; or 

(c) revenue yield control; or 

(d) a combination of all or any of the above. 

In deciding whether a particular reference tariff variation mechanism is appropriate to 
a particular access arrangement, the AER must have regard to the factors in r. 97(3) of 
the NGR: 

(a) the need for efficient tariff structures; and 
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(b) the possible effects of the reference tariff variation mechanism on 
administrative costs of the AER, the service provider, and users or 
potential users; and 

(c) the regulatory arrangements (if any) applicable to the relevant reference 
services before the commencement of the proposed reference tariff 
variation mechanism; and 

(d) the desirability of consistency between regulatory arrangements for 
similar services (both within and beyond the relevant jurisdiction); and 

(e) any other relevant factor. 

Rule 97(4) of the NGR provides that a reference tariff variation mechanism must give 
the AER adequate oversight or powers of approval over variation of the reference 
tariff. 

13.3 Jemena’s proposal 
Jemena proposes two reference tariff variation mechanisms as part of its access 
arrangement proposal for haulage reference services: 

 a tariff basket annual tariff variation mechanism1349 

 a cost pass through mechanism.1350 

Jemena proposes to use a tariff schedule approach for meter data reference services 
and ancillary services which it submits will result in prices being constant in real 
terms over the access arrangement period.1351 

13.3.1 Annual tariff variation formula mechanism 

13.3.1.1 Haulage reference services 

Jemena proposes a tariff basket approach for its tariff variation mechanism. Jemena 
states that the tariff basket approach is a well established mechanism in electricity and 
other gas jurisdictions.1352  

Jemena proposes a tariff basket annual tariff variation mechanism in the form of a 
weighted average prices cap (WAPC) formula. This approach relies on historical 
quantities from two year's prior to the tariff variation year and allows the price control 
to rely on actual rather than estimated quantity data.1353  

The proposed annual tariff variation formula mechanism can be represented as:1354 

 
                                                 
 
1349  Jemena, Access arrangement information, August 2009, p. 197. 
1350  Jemena, Access arrangement information, August 2009, pp. 205–221. 
1351  Jemena, Access arrangement information, August 2009, p. 203. 
1352  Jemena, Access arrangement information, August 2009, p. 200. 
1353  Jemena, Access arrangement information, August 2009, p. 201. 
1354  Jemena, Access arrangement proposal, August 2009, p. 16. 
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The right hand side of the equation determines the actual tariff change calculated by 
the WAPC methodology. The left hand side of the equation determines the maximum 
possible change in the tariff basket. 

For the financial years commencing on or after 1 July 2011 Jemena proposes that the 
tariff basket will increase to account for: 

 inflation (CPI)1355 

 pre–determined real changes in tariffs (X factor)1356 

 annual variation factor (V) which accounts for: 

 the difference in the previous year between the allowance for UAG costs 
included in the cost of service and the recoverable1357 UAG cost1358 

 weather variation adjustment which adjusts tariffs for the difference between 
the number of heating degree days (HDDs) assumed in the demand forecasts 
used to determine the approved cost of service in a specific financial year 
and the number of HDDs that actually occurred in that financial year1359 

 licence fee event pass through1360 

 other events which account for the financial impact on the service provider 
arising from a change in tax event, a business continuity event, a market cost 
event and a declared retailer of last resort event.1361 

Jemena proposes to apply the tariff basket to all of its haulage reference tariffs for all 
tariff classes.1362 

13.3.1.2 Other reference and non–reference services  

Jemena proposes to maintain its prices for meter data reference services and ancillary 
services in real terms over the access arrangement period.1363 Jemena will publish a 

                                                 
 
1355  Jemena, Access arrangement proposal, August 2009, p. 17. 
1356  Jemena, Access arrangement proposal, August 2009, p. 17. 
1357  The product of: the latest forecast of gas receipts; the average UAG purchasing cost per gigajoule; UAG 

Target Rate or, where the UAG Rate is greater than the UAG Target Rate, the lesser of the UAG Rate and 
the UAG Tolerance Rate. 

1358  Jemena, Access arrangement proposal, August 2009, pp. 21–23. 
1359  Jemena, Access arrangement proposal, August 2009, pp. 18, 23–24. 
1360  Jemena, Access arrangement proposal, August 2009, pp. 18, 25. 
1361  Jemena, Access arrangement proposal, August 2009, pp. 25–26. 
1362  Jemena, Access arrangement information, August 2009, p. 202. 
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list of real prices adjusted for inflation for each year of the access arrangement period 
when varying these tariffs.1364  

13.3.2 Cost pass through tariff variation mechanism 

13.3.2.1 Events 

Jemena proposes the following cost pass through events:  

 changes in tax event—this covers any changes to the taxation paid by Jemena 
which are outside Jemena's control1365  

 licence fees and statutory charges—this relates to any licence fees and statutory 
charges to NSW and national bodies that Jemena must pay over the access 
arrangement period.1366 

 regulatory events—this relates to certain costs associated with changes in a 
regulatory obligation or requirement including:1367 

 National energy customer framework (NECF)—this relates to costs associated 
with changes to Jemena’s access arrangement resulting from the introduction 
of the NECF1368 

 National gas connections framework (NGCF)—this relates to costs associated 
with changes to Jemena’s access arrangement resulting from the NGCF1369 

 Australian Energy Market Operator (AEMO)—this relates to costs that may 
affect the operation of Jemena’s access arrangement resulting from the 
introduction and amendment of AEMO legislative instruments1370  

 short term trading market (STTM)—this relates to costs incurred by Jemena as 
a result of obligations arising from the operation of the STTM1371  

 financial failure of a retailer—is an event where Jemena proposes a pass 
through arrangement for the difference between the credit support made 
available by a retailer that fails and the amount of unpaid bills from the 
retailer1372  

                                                                                                                                            
 
1363  Jemena, Access arrangement information, August 2009, p. 203. 
1364  Jemena, Access arrangement information, August 2009, p. 203. 
1365  Jemena, Access arrangement information, August 2009, p. 211. 
1366  Jemena, Access arrangement information, August 2009, pp. 211–212. 
1367  Jemena, Access arrangement information, August 2009, p. 212. 
1368  Jemena, Access arrangement information, August 2009, pp. 212–216. 
1369   Jemena, Access arrangement information, August 2009, pp. 216–217. 
1370   Jemena, Access arrangement information, August 2009, pp. 217–218. 
1371   Jemena, Access arrangement information, August 2009, pp. 218–219. 
1372  Jemena, Access arrangement information, August 2009, p. 219. 
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 retailer of last resort (ROLR)—if a retailer fails then a ROLR event may 
occur. This event may trigger pre–existing procedures that pass a cost onto 
Jemena, including administrative costs from transferring the customers of a 
failed retailer to the retailer of last resort within a short time period1373 

 business continuity—some potential risks from events may affect Jemena’s 
business continuity but are too expensive to insure fully such as extreme 
weather events or major civil unrest1374 

 climate change policy and implementation costs—this relates to increased 
costs of complying with government policies regarding climate change.1375 

13.3.2.2 Administrative threshold 

Jemena proposes that a materiality threshold will not apply to cost pass through events 
that are assessed as part of the annual variation of the haulage reference tariff. Cost 
pass through events considered within a financial year will be subject to a materiality 
review.1376 

13.3.3 Oversight procedures cost pass through tariff variation 
mechanism 

Jemena proposes that if it intends to vary the haulage reference tariffs for a financial 
year, it will submit a variation notice to the AER at least 30 business days before the 
start of the financial year. For variations of haulage reference tariffs within a financial 
year, Jemena proposes to submit a variation notice to the AER 50 business days 
before the date on which the haulage reference tariffs are intended to be varied.1377  

Jemena proposes that if the AER fails to provide Jemena with written notification of 
its decision within 20 business days of receiving the variation notice, the AER will 
have been deemed to have approved the proposed tariff variation notified.1378  

13.4 Submissions 
13.4.1.1  AGL 

AGL Energy (AGL) submits that the proposed timing for approval of annual tariff 
variations implies that the network charge will be approved by the AER at least 10 
business day before 1 July which is insufficient time to implement retail tariffs. 
Instead, 20 business days before 1 July will allow sufficient time for determining new 
retail tariffs.1379 

                                                 
 
1373  Jemena, Access arrangement information, August 2009, pp. 219–220. 
1374  Jemena, Access arrangement information, August 2009, p. 220. 
1375  Jemena, Access arrangement information, August 2009, pp. 209–210, 212. 
1376  Jemena, Access arrangement proposal, August 2009, p. 20. 
1377  Jemena, Access arrangement proposal, August 2009, p. 13. 
1378  Jemena, Access arrangement proposal, August 2009, pp. 14–15. 
1379  AGL, Submission: JGN access arrangement 2010–2015, 10 November 2009, p. 4 (AGL, Submission to the 

AER, 10 November 2009). 
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AGL submits that the procurement costs of UAG in the reference tariff variation 
mechanism should be transparent.1380 

13.4.1.2 EnergyAdvice  

EnergyAdvice makes a submission on behalf of several larger users of the Jemena 
Gas Network. EnergyAdvice submits that it does not support Jemena’s proposed 
weather variation adjustment.1381 EnergyAdvice submits that the vast majority of 
businesses have to manage business risks associated with weather. EnergyAdvice 
submits that Jemena's network demand or large users are historically immune to much 
of the effects of weather and therefore should not be burdened with these costs.1382 

EnergyAdvice submits that the force majeure event clause in Jemena’s proposed 
reference services agreement adequately protects Jemena for events covered by 
Jemena’s proposed business continuity cost pass through event and there is no 
justification for Jemena passing on additional costs. EnergyAdvice also submits that 
the business continuity event proposed by Jemena is not limited to the circumstances 
listed in the event.1383 

13.4.1.3 EnergyAustralia  

EnergyAustralia states that Jemena has proposed significant changes to its tariff 
variation mechanism but the proposed mechanism is consistent with that used in other 
jurisdictions. EnergyAustralia submits that Jemena’s proposal for the UAG 
adjustment requires modification as the proposal allows Jemena to recover costs if 
actual UAG quantities increase by 10 per cent from the forecast level.1384 

EnergyAustralia submits that the price of gas used to determine the UAG adjustment 
should reflect the lowest price available in the market.1385 

EnergyAustralia submits that UAG tolerance level of 2.4 per cent rather than 2.7 per 
cent better reflects average historic UAG levels, and should also be used to determine 
the carbon permit costs in the UAG adjustment.1386 EnergyAustralia also submits that 
for the purposes of tariff resetting and transparency, UAG costs and the costs for 
carbon emissions certificates should be separated out.1387 

                                                 
 
1380  AGL, Submission to the AER, 10 November 2009, p. 5. 
1381  EnergyAdvice, Joint submission to AER on the Jemena gas networks (NSW) revised access arrangement 

— August 2009, 10 November 2009, p. 8 (EnergyAdvice, Submission to the AER, 10 November 2009). 
1382  EnergyAdvice, Submission to the AER, 10 November 2009, p. 18. 
1383  EnergyAdvice, Submission to the AER, 10 November 2009, p. 17. 
1384  EnergyAustralia Retail, Jemena Gas Networks (NSW) Ltd’s proposed 2010–2015 access arrangement & 

reference services agreement, November 2009, p. 5 (EnergyAustralia, Submission to the AER, November 
2009). 

1385  EnergyAustralia, Submission to the AER, November 2009, p. 9. 
1386  EnergyAustralia, Submission to the AER, November 2009, p. 23. 
1387  EnergyAustralia, Submission to the AER, November 2009, p. 24. 
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EnergyAustralia also submits that if the weather variation adjustment is to be 
included, the AER should review the basis of 17 100GJ/HDD for alpha in the formula 
as no justification of this value is supplied in the access arrangement information.1388 

EnergyAustralia submits that clarification is needed about the definition of 'the year' 
in the proposed tariff variation formula.1389 

EnergyAustralia submits that the pass through of costs relating to other events in the 
tariff variation formula mechanism should be limited to reasonable costs. 
EnergyAustralia submits that a materiality level should apply to cost pass throughs in 
the annual tariff variation process. The mechanism should also be symmetrical so 
material savings are also passed on to users.1390 

13.4.1.4 Energy Markets Reform Forum 

The Energy Markets Reform Forum (EMRF) submits that the impact of the Carbon 
Pollution Reduction Scheme (CPRS) should be a cost pass through when Jemena’s 
actual costs are known.1391 

13.4.1.5 Energy Users Association of Australia 

The Energy Users Association of Australia (EUAA) submits that demand forecasting 
issues should not be managed using cost pass throughs.1392 

The EUAA submits that Jemena needs to communicate potential changes in tariffs 
well in advance of the next financial year in order to allow users to factor changes into 
their budget processes.1393 

The EUAA submits that UAG is a standard issue for gas network service providers 
and it is not clear why Jemena is requesting the benchmark to move to 2.7 per 
cent.1394 

The EUAA submits that once the CPRS is in place the procurement cost of carbon 
should be treated as operating expenses. EUAA submits that gas users would expect 
Jemena to efficiently manage its carbon costs and pass on these efficiencies to end 
users.1395  

                                                 
 
1388  EnergyAustralia, Submission to the AER, November 2009, p. 24. 
1389  EnergyAustralia, Submission to the AER, November 2009, p. 23. 
1390  EnergyAustralia, Submission to the AER, November 2009, p. 24. 
1391  Energy Markets Reform Forum, Australian Energy Regulator NSW gas distribution revenue reset, a 

response, November 2009, p. 43 (EMRF, Submission to the AER, November 2009). 
1392  Energy Users Association of Australia, Submission to the AER on Jemena’s gas networks’ access 

arrangement proposal 2010/11–2014/15, 10 November 2009, section. 4.2 (EUAA, Submission to the AER, 
10 November 2009). 

1393  EUAA, Submission to the AER, 10 November 2009, section 5.1. 
1394  EUAA, Submission to the AER, 10 November 2009, section 6. 
1395  EUAA, Submission to the AER, 10 November 2009, section 1.6.1. 
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The EUAA submits that, network businesses have to consistently manage weather 
risks in both gas and electricity.1396 

The EUAA does not support all cost pass throughs because they result in asymmetric 
movement in tariff increases which favour the service provider. The EUAA submits 
that, almost certainly cost reductions will not be passed through.1397 

The EUAA does not agree with Jemena’s proposal that forecast carbon costs be 
passed through based on Jemena’s forecast and notes traded market price forecasts are 
at best educated guesses and a different approach needs to be taken. 1398 

13.5 AER’s analysis and considerations 

13.5.1  Annual tariff variation formula mechanism 

13.5.1.1 Equalisation of revenue 

The purpose of the annual tariff variation mechanism over the access arrangement 
period is to equalise in present value terms the forecast revenue from reference 
services and the portion of total revenue allocated to reference services.1399 

The AER considers that Jemena’s access arrangement proposal complies with r. 92(2) 
of the NGR. However, forecast revenue from reference services must be amended as 
set out in amendment 13.1. This is required to reflect the changes to the forecast total 
revenue component in the access arrangement period, as a result of changes to the 
building block components which make up total revenue.1400 Further, this is required 
to reflect changes to forecast demand. The changes in total revenue are outlined in the 
total revenue chapter of the draft decision (chapter 10) and changes to forecast 
demand are outlined in the demand chapter of the draft decision (chapter 11). 

13.5.1.2 Appropriateness of the annual tariff variation formula mechanism 

Jemena proposes to adjust tariffs using a tariff basket annual tariff variation 
mechanism in the form of a weighted average price cap formula.1401 The tariff basket 
may increase or decrease each year due to inflation, pre–determined real changes1402 
and other factors allowed for in the annual variation factor.1403 The proposed 
mechanism is significantly different to the tariff variation mechanism operating in the 

                                                 
 
1396  EUAA, Submission to the AER, 10 November 2009, sections 4.2, 6. 
1397 EUAA, Submission to the AER, 10 November 2009, section. 6. 
1398 EUAA, Submission to the AER, 10 November 2009, section. 1.6.1. 
1399  NGR, r. 92(2). 
1400  NGR, r. 76. 
1401  Jemena, Access arrangement information, August 2009, p. 201. 
1402  Through X–factors see Jemena, Access arrangement information, August 2009, p. 201. 
1403  The annual variation factor adjusts tariffs for: weather variation, unaccounted for gas, pass through events 

(licence fee event, change in tax event, business continuity event, market costs event and declared retailer 
of last resort event). see Jemena, Access arrangement proposal, August 2009, pp. 20–26.  
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earlier access arrangement period1404, which is limited to a CPI adjustment to all 
tariffs and an adjustment for UAG.1405 

This section considers the four core elements of Jemena's proposed annual tariff 
variation mechanism which are the weather adjustment factor, UAG adjustment 
factor, cost pass through adjustment factor and cost of capital adjustment. The AER 
notes that together these proposed adjustment factors are seeking to secure Jemena's 
total revenue over the access arrangement period, akin to the revenue caps for 
regulated electricity service providers. However, the AER notes in doing so that 
features of the electricity framework including periodic adjustments for under and 
over recovery of revenue are not a feature of Jemena’s proposed annual tariff 
variation mechanism, where tariffs (prices) rather than revenue is capped. In this way, 
the proposed adjustment factor in the tariff variation mechanism may not provide for 
the symmetry present under the electricity framework. Specific elements of the 
adjustment factors are discussed below. 

Weather adjustment factor 

Jemena proposes a weather variation adjustment to address its revenue risk from 
unexpected weather conditions.1406 The AER agrees with the EUAA that appropriate 
demand forecasting methodologies should be used to ensure revenue is recovered 
instead of using the weather variation factor.1407 As also submitted by EnergyAdvice 
the vast majority of businesses have to manage business risks in relation to weather 
and it does not see why Jemena should be treated any differently.1408 

The AER notes the EUAA’s submission that forecasting risk should not be managed 
through a tariff variation mechanism such as a cost pass through,1409 and agrees that 
the NGR provides a means to address major changes in demand.1410 One reason why 
demand risk should not be adjusted for in isolation is that certain capital expenditure 
programs are linked to assumptions about demand. As a result changes in forecast 
demand within the access arrangement period also need to be reflected in relevant 
building block costs such as capital expenditure. For example, Jemena deferred capital 
expenditure on market expansion projects as a direct result of changes to demand in 
the earlier access arrangement period (refer to chapter 3 for further details). In this 
way, Jemena's proposed weather adjustment factor seeks to account for the tariff 
effects of changes in demand but not the impacts on the total cost of providing 
pipeline services. Adjustments for the tariff effects of changes to demand and not 
changes to total revenue (that is also impacted by those demand changes) will 
invariably impact the relationship between the present value of the expected revenue 
                                                 
 
1404   The access arrangement for the period 1 January 2005 to 30 June 2010. 
1405  In the earlier access arrangement period, Jemena’s tariff were adjusted annually to account for the variation 

between the allowance for UAG included in the cost of service and multiple of the latest forecast of gas 
receipts, the forecast UAG level, the actual average price per gigajoule paid for gas pursuant to the 
competitive tender or tenders during the year. See Jemena, Access arrangement for the NSW Network, 
7 March 2007, p. 55. 

1406  Jemena, Access arrangement information, August 2009, p. 210. 
1407   EUAA, Submission to the AER, 10 November 2009, sections 4.2, 6. 
1408  EnergyAdvice, Submission to the AER, 10 November 2009, p. 18. 
1409 EUAA, Submission to the AER, 10 November 2009, section 4.2. 
1410  NGR, r. 65. 
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and total revenue which is required to be equalised through the tariff variation 
mechanism under the NGR.1411 Inclusion of the proposed weather variation 
adjustment addresses under - recovery of total revenue but as a consequence does not 
maintain the required present value1412 of total revenue and expected revenue over the 
access arrangement period.  

The AER also considers that the weather adjustment factor may result in inefficient 
tariffs over the access arrangement period.1413 Given that the annual tariff variation 
mechanism is a tariff basket, Jemena's proposal provides it with discretion about how 
it adjusts tariffs within this basket. As submitted by EnergyAdvice, demand (large 
volume) customers are historically immune to the effects of weather, 1414 and should 
not be exposed to tariff variation as a result of weather effects. Therefore, Jemena’s 
proposal may impact tariffs that are not affected by weather variation, leading to 
inefficient tariffs. 

Further, the AER considers that the proposed weather adjustment will result in higher 
administrative costs for Jemena, users and the AER.1415 The proposed adjustment 
factor is complex and as discussed below, incorporates several other adjustment 
factors including a UAG and a cost pass through adjustment. The inputs for the 
weather adjustment factor are not readily discernable and verifiable by third parties 
including the AER. As EnergyAustralia submits, Jemena has not provided any 
justification for setting alpha in the weather variation formula at 17 100 GJ/HDD.1416 
Should the adjustment factor be accepted, further information would be required from 
Jemena to demonstrate the robustness of the weather variation factor adjustment 
mechanism by providing independently verifiable information to support the 
adjustment. This would also increase administrative costs for Jemena, users and the 
AER.1417 

The proposed adjustment is also unlike annual tariff variation mechanisms in other 
access arrangements, which generally only reflect CPI adjustments.1418 In this way, 
the proposed weather adjustment is not consistent with other previous regulatory 
arrangements.1419 

UAG adjustment factor 

The proposed UAG adjustment factor is different to that operating in the earlier access 
arrangement period. In the earlier access arrangement period, UAG costs were 
allocated efficiently between demand and volume customers.1420 Given Jemena 

                                                 
 
1411  NGR, r.92(2). 
1412  NGR, r. 92(2). 
1413  NGR, r. 97(3)(a). 
1414  EnergyAdvice, Submission to the AER, 10 November 2009, p. 18. 
1415  NGR, r. 97(3)(b). 
1416  EnergyAustralia, Submission to the AER, November 2009, p. 24. 
1417  NGR, r. 97(3)(b). 
1418  NGR, r. 97(3)(d). 
1419  NGR, r. 97(3)(c). 
1420  In the earlier access arrangement, 84.6 per cent of the total cost associated with the UAG adjustment was 

allocated to the tariff market, while 15.4 per cent was allocated to the contract market (no UAG adjustment 
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proposes a weighted average basket of prices, the UAG adjustment may result in 
inefficient tariffs over the access arrangement period. This is because, as discussed in 
relation to the weather adjustment factor, the proposed tariff basket provides Jemena 
with discretion to adjust tariffs within this basket and therefore alters the relative 
weights of tariff changes for different tariff classes over the access arrangement 
period. The UAG costs may be allocated under the proposed discretionary tariff 
variation mechanism, which change the efficiency of the tariff structure over the 
access arrangement period.1421  

The annual adjustment factor for UAG relates to the difference between forecast and 
actual costs and needs to be analysed and verified so the benefits derived from the 
adjustment are weighed up against the administrative costs of the service provider, 
AER and users.1422 The AER notes EUAA’s submission,1423 however, the AER 
considers that it is appropriate to adjust for UAG costs through a cost pass through 
mechanism subject to an administrative cost threshold,1424 rather than an automatic 
adjustment through the annual tariff variation mechanism as proposed by Jemena. 
This is because the cost pass through tariff variation mechanism can take the 
administrative costs of Jemena, users, prospective users and the AER into 
consideration.1425 This matter is considered in more detail below in section 13.5.2.4. 

Cost pass through adjustment factor 

As outlined by EnergyAustralia1426 the proposed automatic cost pass through 
adjustment factor1427 does not include a materiality threshold. 1428 Further it does not 
provide for any additional decision making time1429 to consider more complex issues 
that may arise and require more detailed analysis when the AER reviews cost pass 
through applications. The AER considers that the proposed automatic cost pass 
through adjustment factor does not provide the AER with sufficient oversight or 
powers of approval for the AER.1430 Therefore, the AER requires the cost pass 
through adjustment to be removed from the tariff variation formula mechanism. 
Consistent with the earlier access arrangement the AER considers the pass through 
mechanism should operate independent of the tariff variation formula mechanism.1431 
Section 13.5.2.6 outlines an amendment that sets out the factors the AER will 
consider before it approves a cost pass through. 

                                                                                                                                            
 

is allocated to the high pressure trunks). Jemena, Access Arrangement Information for NSW Network, 
7 March 2007, pp. 21, 26. 

1421  NGR, r. 97(3)(a). 
1422  NGR, r. 97(3)(b). 
1423  EUAA, Submission to the AER, 10 November 2009, section 1.6.1. 
1424  NGR, r. 97(3)(b). 
1425  NGR, r. 97(3)(b). 
1426  EnergyAustralia, Submission to the AER, November 2009, p. 24. 
1427  Jemena, Access arrangement proposal, August 2009, pp. 17–26. 
1428  Jemena, Access arrangement proposal, August 2009, p. 20. 
1429  Jemena, Access arrangement proposal, August 2009, pp. 14–15. 
1430  NGR, r. 97(4). 
1431  NGR, r. 97(3)(c). 
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Cost of capital adjustment 

Jemena's tariff variation mechanism proposes that inputs in the annual variation factor 
are adjusted for by the weighted average cost of capital to take account of the time 
value of money.1432 This means a cost of capital adjustment is embedded in the annual 
tariff variation mechanism. The AER considers costs associated with pass through 
events, UAG and lost revenue due to weather variation, are not relevant costs to be 
adjusted by the weighted average cost of capital under the NGR.1433 

Summary 

As outlined above, the AER considers that Jemena’s annual tariff variation 
mechanism does not comply with r. 97(3) and r. 97(4) of the NGR. As a result, the 
AER requires the annual tariff variation formula mechanism to be amended as 
outlined in amendments 13.2 and 13.3 to remove the annual variation factor (V). The 
annual tariff variation formula mechanism will only adjust tariffs for CPI changes and 
pre-determined real changes (X factor). All other changes to tariffs will result from 
the cost pass through tariff variation mechanism discussed below. 

13.5.1.3 Minor technical specification matters  

There are a number of minor technical specification issues that the AER requires 
Jemena to address. These are addressed below. 

Jemena’s proposed tariff schedule is expressed in 2009–10 dollars and the initial 
reference tariffs will be subject to an escalation factor.1434 

The AER does not consider that a tariff variation mechanism which requires tariffs to 
be varied on the first day of the access arrangement period i.e. on 1 July 2010 is 
practical. This would require a revision to tariffs that had been determined in May 
2010 which would result in unnecessary administrative costs as the AER would need 
to be assesses the proposed tariffs prior to 1 July 2010.1435 The annual tariff variation 
mechanism needs to be amended as outlined in amendment 13.1 so the first annual 
tariff variation is made for the year commencing 1 July 2011. As a consequence, 
schedule 2 of the access arrangement proposed must be amended to be indexed in real 
2010–2011 dollars. 

As submitted by EnergyAustralia,1436 the AER considers that clarification is needed in 
the annual tariff variation formula. The definition of the reference year is not clear.1437 
Therefore, amendment 13.2 requires the definition of the time subscript in the formula 
to be changed. 1438 

                                                 
 
1432  Jemena, Access arrangement proposal, August 2009, pp. 23–26. 
1433  NGR, rr. 76, 78, 87. 
1434  Jemena, Access arrangement proposal, August 2009, p. 50. 

1435  NGR, r. 97(3)(b). 
1436   EnergyAustralia, Submission to the AER, November 2009, p. 23. 
1437  Jemena, Access arrangement proposal, August 2009, p. 16. 
1438  NGR, r. 97(3)(e). 



 

 294

As outlined, the tariff variation formula proposed by Jemena does not limit its ability 
to set tariffs within the tariff classes. The only constraint is that the entire basket of 
tariffs does not increase by more than (1+CPI)(1–X)V.1439 In addition to the issues 
raised about rebalancing of tariffs for the weather variation adjustment 
section 13.5.1.2, the AER is concerned that without a side constraint within a tariff 
class, Jemena is able to rebalance tariffs so that the underlying efficiency of the 
approved tariff structure changes over the access arrangement period.1440 As outlined 
in amendment 13.2 the AER requires Jemena to include a side constraint to limit the 
magnitude by which tariffs can change annually. The AER considers that with the 
removal of the cost pass through adjustment factor, this amendment does not restrict 
changes to tariffs arising from the operation of the cost pass through mechanism. 

In order for the tariff variation mechanism to be estimated consistently every year, the 
AER considers it appropriate for Jemena to amend its access arrangement proposal as 
outlined in amendment 13.4 to specify a rounding convention.1441 For example, 
Jemena could propose that rounding will take place at the last computational step and 
tariffs will be rounded to the nearest cent.1442 Alternatively, rounding can take place at 
every computational step1443 and tariffs can be rounded to a certain amount of 
significant figures.  

The AER also notes that Jemena’s reference tariff variation formula requires that 
current tariffs are used as a basis to set tariffs in the following year of the access 
arrangement period. If an error was to occur in any one year of the access 
arrangement period this would be compounded over the access arrangement period, 
and the basis for setting tariffs in subsequent periods would be incorrect.1444 These 
errors may also impact the underlying efficiency of the tariff structure. Jemena needs 
to include a clause in its access arrangement proposal to correct for errors in 
subsequent years arising from the proposed tariff variation mechanisms as outlined in 
amendment 13.5. 

13.5.1.4 Oversight procedures for annual tariff variation formula mechanism 

Jemena proposes to submit its annual tariff variation notice to the AER at least 30 
business days before the variation is to commence and give the AER 20 business days 
to respond to the notification.1445 Jemena’s proposal leaves 10 business days to notify 
users of the proposed tariff change each year. As submitted by EUAA1446 and 

                                                 
 
1439  Jemena, Access arrangement proposal, August 2009, p. 16. 
1440  NGR, r. 97(3)(a). 
1441  NGR, r. 97(3)(e). 
1442  If tariffs are very small, rounding to the nearest cent may be inappropriate. For instance, a five cent tariff 

rounded to the nearest cent would require a minimum 10 per cent increase in a year in order for the tariff to 
increase to six cents. With a simple inflation adjustment, a 10 per cent increase may never occur 
throughout the access arrangement period causing the tariff to remain constant in nominal terms 
throughout the access arrangement period. 

1443  Every computational step would have to be explained in this situation. 
1444  NGR, 97(3)(e). 
1445  Jemena, Access arrangement proposal, August 2009, pp. 13–14.  
1446   EUAA, Submission to the AER, 10 November 2009, section 5.1. 
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AGL1447 a 10 business day notification period for retailers does not provide users 
sufficient time to adjust retail tariffs. 

The AER considers that the proposed 20 business days to assess an annual tariff 
variation notification does not provide it with adequate time to assess a tariff variation 
notification.1448 As outlined in amendment 13.6 Jemena is required to provide a 
proposed tariff variation to the AER on the 15th April or next closest business day. 
This will provide the AER with approximately 30 business days to assess the tariff 
notification and users with 20 business days to implement the tariff changes. This is 
consistent with other regulatory arrangements for similar services.1449Further, as 
submitted by retailers, if they are provided with insufficient notification they will be 
exposed to additional administrative costs,1450 as they may not have sufficient time or 
resources to determine new retail tariffs and submit their pricing proposals to the 
IPART in a shorter period of time. Users also suggest that the proposed truncated time 
for the AER to approve tariffs will not enable users to implement new tariffs on 1 July 
as is the case currently.1451 

The 30 business days period to approve a tariff variation assumes applications are 
complete i.e. documents and analysis required to support the variation is provided. 
Where an application is incomplete or not substantiated, the assessment period may 
need to be extended. The AER requires that the access arrangement proposal be 
amended as outlined in amendment 13.6 to include a requirement to extend the 
decision making time period for approval of tariffs, when the AER requests further 
information from Jemena to substantiate a tariff variation application. The AER 
considers the ability to extend the decision making time is required to provide the 
AER with adequate oversight.1452 

Jemena proposes that if it does not provide an annual reference tariff variation notice 
to the AER at least 30 business days before the next financial year, then the tariffs for 
the next financial year will be varied automatically.1453 Amendment 13.6 also seeks 
the removal of the automatic tariff variation mechanism, as it does not provide the 
AER with adequate oversight powers of approval.1454 

Consequential to amendment 13.6 which requires Jemena to notify a tariff variation 
on the 15th of April or the next closest business day amendment 13.7 require Jemena 
to use December quarter CPI data for its annual tariff variations, because the proposed 
CPI data for March data will not be available to Jemena at the time it is required to 
submit its tariff variation application.1455 

                                                 
 
1447  AGL, Submission to the AER, 10 November 2009, p. 4. 
1448  NGR, r. 97(4). 
1449  NGR, r. 97(3)(d). 
1450  NGR, r. 97(3)(b). 
1451  AGL, Submission to the AER, 10 November 2009, p. 4. 
1452  NGR, r. 97(4). 
1453  Jemena, Access arrangement proposal, August 2009, p. 15. 
1454  NGR, r. 97(4). 
1455  NGR, r. 97(3)(e). 
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Jemena proposes that if the AER decides to not approve its proposed tariff variation, 
then it may resubmit a revised version of its notification, which the AER must 
consider.1456 The AER considers that assessing a revised application will increase 
administrative costs for the service provider, users, potential users and the AER and 
will also impact the time frame for users required to adjust retail tariffs.1457 As 
outlined in amendment 13.6, if the AER disallows a variation because it considers that 
it is inconsistent with, or not permitted under, the approved tariff variation 
mechanism, the AER may specify tariffs consistent with the approved tariff variation 
mechanism. 

An important input in the proposed annual tariff variation mechanism is the use of 
past gas quantities to weight each tariff.1458 The AER considers it is appropriate that 
Jemena is required to provide an independent statement support the actual gas 
quantities to allow the AER to verify the actual gas quantities used in the tariff 
formula variation mechanism, and to ensure it is applied consistently every year.1459 
The independent verification statement should provide for audited or verified 
quarterly and annual quantities for the calendar year consistent with the proposed 
changes in CPI. For this reason the AER requires Jemena to amend its access 
arrangement proposal as outlined in amendment 13.8 to provide for a verified 
statement of past actual gas quantities used to determine tariffs each year of the access 
arrangement period. 

Further, the AER considers that Jemena should provide its workings, demonstrating 
how the proposed tariffs have been calculated in accordance with the tariff variation 
formula mechanism. This will allow the AER to more easily assess whether the tariff 
variation mechanism has been applied correctly and to facilitate the administrative 
efficiency of the approval process.1460 It will also assist in reducing requests for 
further information from Jemena. The AER requires Jemena to amend its access 
arrangement proposal as outlined in amendment 13.9. 

13.5.2 Tariff variation mechanism for cost pass through 

13.5.2.1 Proposed defined events 

Jemena proposes cost pass through events for a licence fee event, a tax change event, 
a business continuity event, market costs event and a declared retailer of last resort 
event.1461 

The AER notes that Jemena’s proposed market costs event applies to events which 
occur on or after 1 July 2009,1462 which means the tariff variation mechanism for cost 
pass throughs applies before the commencement of the access arrangement period. 
The AER considers that these costs can only be recouped as part of the cost pass 

                                                 
 
1456  Jemena, Access arrangement proposal, August 2009, p. 15. 
1457  NGR, r. 97(3)(b). 
1458  Jemena, Access arrangement information, August 2009, pp. 16–17. 
1459  NGR, r. 97(3)(e). 
1460  NGR, r. 97(4). 
1461  Jemena, Access arrangement proposal, August 2009, p. 16. 
1462  Jemena, Access arrangement proposal, August 2009, p. 19. 
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through mechanism in the current access arrangement period. This is because rule 
92(1) of the NGR requires that a tariff variation mechanism applies over the course of 
an access arrangement period. To comply with the NGR, the market costs event needs 
to apply to costs to be passed through on or after 1 July 2010 as outlined in 
amendment 13.3. 

The AER notes that Jemena has not consistently defined and named events in section 
3.5 C (c) of its access arrangement proposal and section 16.6 of its access 
arrangement information. As a consequence, the AER requires Jemena to amend its 
access arrangement information as outlined in amendment 13.10.  

The AER notes EnergyAdvice’s submission that the force majeure clause in Jemena’s 
proposed reference services agreement adequately protects Jemena in relation to its 
obligations and liabilities for the events covered by Jemena’s proposed business 
continuity cost pass through event.1463 The AER considers that the force majeure 
clause1464 does not compensate Jemena for a variety of costs which it may incur as a 
consequence of the force majeure event. For example, any costs incurred by Jemena 
in repairing its gas network following a force majeure event cannot be recovered by 
Jemena under the reference services agreement. Therefore the AER considers the 
proposed force majeure event to be acceptable. 

The AER notes that in the recent draft decisions on Country Energy's and 
ActewAGL’s access arrangement proposals, it approved certain broadly defined 
events as cost pass through events.1465 The AER notes EnergyAdvice’s concerns with 
the use of such an approach.1466 However, the AER considers that the criteria to be 
applied as outlined in amendment 13.11 by the AER when deciding whether to pass 
through such costs addresses these concerns.1467 

The AER considers that the proposed events subject to the amendment to the market 
costs event discussed above, can be considered to constitute cost pass throughs for a 
defined event tariff variation mechanism for the purpose of r. 97( 1)(c) of the NGR. 

13.5.2.2 General pass through event 

The AER considers that a general pass through event needs to be included in the 
access arrangement proposal in addition to the events proposed. The key reason for 
this is if the nature and cost of these events were known at the time of the access 
arrangement proposal they would be included in the proposal. This is consistent with 
the approach applied in distribution determinations in electricity under the National 
Electricity Law and is desirable for consistency between similar services beyond the 

                                                 
 
1463 EnergyAdvice, Submission to the AER, 10 November 2009, p. 17. 
1464  Jemena, access arrangement proposal, August 2009, schedule 3, clause 26, p. 70. 
1465  AER, Draft decision, Country Energy Wagga Wagga natural gas distribution network, access 

arrangement proposal, 1 July 2010 – 30 June 2015, November 2009 (AER, Draft decision, Country 
Energy access arrangement proposal, November 2009) and AER, Draft decision, ActewAGL, access 
arrangement proposal for the ACT, Queanbeyan and Palerang gas distribution network, 1 July 2010 – 
30 June 2015, November 2009, (AER, Draft decision, ActewAGL access arrangement proposal, 
November 2009). 

1466  EnergyAdvice, Submission to the AER, 10 November 2009, p. 17. 
1467  See sections 13.5.2.4, 13.5.2.5 and 13.5.2.6 of the draft decision. 
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relevant jurisdiction.1468 This is reflected in amendment 13.3. Also as outlined above, 
the acceptance of costs for the general pass through event must meet the criteria that 
are outlined in amendment 13.11. 

The AER considers that any CPRS related costs can be considered in the general pass 
through even, at least in the first few years of the scheme's implementation. But the 
AER agrees with the EUAA1469 that over time costs like these should be able to be 
incorporated into forecast operating expenditure. As outlined in the operating 
expenditure chapter 9, carbon costs have been subtracted from Jemena's forecast 
operating expenditure. The general pass through event reflected in amendment 13.3 
will pass through the actual carbon costs as incurred by Jemena. The proposed 
amendment also addresses the EUAA1470 about the use of forecast costs, as the cost to 
be passed through are the actual carbon costs incurred. Further, the assessment criteria 
for cost pass throughs as outlined in amendment 13.11, also seeks to review the 
efficiency of these costs, consistent with r. 91 of the NGR. 

13.5.2.3 UAG event 

For the reasons provided in section 13.5.1.2, the AER does not accept that the UAG 
and weather adjustment factors should form part of the annual tariff variation formula. 
As required by amendment 13.3, the AER requires the UAG adjustment should be a 
defined event for the cost pass through mechanism. To address the concerns of 
EnergyAustralia1471 and EUAA1472 about the introduction of a target range for UAG, 
the AER does not approve the proposed target range. The AER considers a target 
range for UAG removes incentives for Jemena to reduce its UAG levels. The purpose 
of the UAG event is to reduce Jemena’s risks associated with actual UAG costs 
(which is a function of the price of gas purchased and the actual gas throughput). As 
outlined in the operating expenditure chapter 9, the AER proposes Jemena will only 
receive an allowance of 2.34 per cent of actual gas throughput for UAG.  

Further, the AER considers that the UAG event will only be assessed by the AER 
once a year and will be classified as low administrative cost pass through event. 
Consistent with the earlier access arrangement1473, Jemena must provide an audited 
statement verified by an independent auditor (see section below) to substantiate the 
purchase cost of the UAG.1474 The AER considers that carbon costs associated with 
UAG must be dealt with separately through the general pass through event (outlined 
in 13.5.2.2) and not through the UAG adjustment event. This also addresses 
EnergyAustralia's submission that the costs of UAG and carbon emission certificates 
should be separated out for the purpose of tariff setting and transparency.1475 

                                                 
 
1468  AER, Final decision, New South Wales distribution determination 2009–10 to 2013–14, 28 April 2009, 

pp. 277–280 and NGR, r. 97(3)(d). 
1469  EUAA, Submission to the AER, 10 November 2009, section 1.6.1. 
1470 EUAA, Submission to the AER, 10 November 2009, section 1.6.1. 
1471  EnergyAustralia, Submission to the AER, 10 November 2009, p. 23. 
1472  EUAA, Submission to the AER, 10 November 2009, section 6. 
1473  NGR, r. 97(3)(c). 
1474  Jemena, Jemena’s NSW Gas Networks access arrangement 1 July 2005 to 30 June 2010, 7 March 2007, 

p. 72. 
1475  EnergyAustralia, Submission to the AER, 10 November 2009, p. 24. 



 

 299

13.5.2.4 Materiality thresholds 

Jemena proposes that cost pass through events assessed at the time of the annual tariff 
variation review will not be subject to a materiality threshold which the AER does not 
accept.1476 Jemena proposes a materiality threshold for cost pass through events that 
occur throughout the year and notes that the AER must take into account Jemena's 
reasonable cash flow requirements when forming a view whether an event is 
material.1477 EnergyAustralia submits that all pass throughs should be subject to some 
materiality threshold, regardless of whether the costs are part of the annual tariff 
process.1478 The AER considers that the cost pass through materiality thresholds takes 
into consideration the administrative costs of the AER, Jemena and users as required 
under r. 97(3)(b) of the NGR and is consistent with other regulatory arrangements for 
cost pass through events.1479 The AER note's Jemena's submission that it must take 
into consideration its cash flow requirements, which the AER is not required to do 
under r. 97(3). Notwithstanding this the AER considers that the materiality thresholds 
detailed below seek to differentiate between cost pass through events to balance 
Jemena's cash flow requirements and other considerations under the NGR. In this 
way, the low administrative cost events provide for an expedited process for more 
routine and easily verifiable costs. Other events are more likely to be one-off, material 
and/or unexpected, and require consultation and detailed consideration so Jemena's 
cash flow requirements will need to be balanced with also the interest of users and 
potential users. 

Low administrative cost events 
The AER considers that the UAG adjustment as well as tax change events (which are 
categorised as a separate cost pass through event) are appropriate for classification as 
low administrative cost events. The administrative costs for the AER to assess these 
events will be very low if Jemena can provide verifiable and independently sourced 
documentation (such as an invoice for externally incurred costs) with its cost pass 
through application. In most cases the efficient cost of these events can be supported 
by an invoice or fee statement to demonstrate the financial impact of the event and do 
not require detailed assessment or impose significant administrative costs on the AER. 
The proposed costs to be passed through for low administrative cost events will need 
to outweigh the administrative costs for users, Jemena and the AER. While this may 
be low, it is not zero. The AER will only consider cost pass through applications for 
all of these events once during each year of the access arrangement period and 
applications will need to be supported by verifiable documentation. In the case of the 
tax change event, Jemena will need to provide invoices which is evidence that the tax 
has been incurred. As outlined earlier in the case of the UAG adjustment, AGL has 
concerns about reasonableness of the actual UAG costs.1480 Therefore, Jemena will 
need to provide a statement verified by an independent auditor which sets out the 
actual gas throughput. Further to address EnergyAustralia's submission about the cost 
of gas,1481 Jemena will need to demonstrate that the cost incurred is the lowest 
                                                 
 
1476  Jemena, Access arrangement proposal, August 2009, p. 20. 
1477  Jemena, Access arrangement proposal, August 2009, p. 20. 
1478  EnergyAustralia, Submission to the AER, 10 November 2009, p. 24. 
1479  NGR, r. 97(3)(c). 
1480  AGL, Submission to the AER, 10 November 2009, p. 5. 
1481  EnergyAustralia, Submission to the AER, 10 November 2009, p. 9. 
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sustainable cost1482 (for example, the lowest of the cost of gas in an open competitive 
tender or available for purchase via the STTM). 

 The AER considers that introducing low administrative cost events also provides for 
consistency with other regulatory arrangements for similar services within and beyond 
the jurisdiction.1483 

As a consequence, the AER requires Jemena to amend its access arrangement 
proposal and access arrangement information as outlined in amendment 13.3 to 
include low administrative cost pass through events as defined events in the cost pass 
through mechanism. 

Materiality threshold for other events 
The AER considers that the proposed licence fee business continuity, market costs 
and declared retailer of last resort cost pass through events should be subject to a 
higher materiality threshold. Unlike low administrative events, these events will likely 
require consultation as well as detailed analysis, particularly requiring the AER to 
draw on external expert advice. A higher materiality threshold should apply so that 
costs that are proposed outweigh the administrative cost imposed on users, the AER 
and the service provider. 1484 The AER considers these types of events require a high 
materiality threshold. The AER considers that a cost pass through administrative 
threshold of 1 per cent of the total revenue approved in the year in which the cost is 
incurred has several advantages. An administrative threshold which is based on a 
percentage of total revenue approved reflects the scale of the service provider’s 
operations over the access arrangement period. To meet the 1 per cent materiality 
threshold the AER considers that Jemena’s proposed materiality threshold for cost 
pass through events should be amended as outlined in amendment 13.3. This approach 
is consistent with administrative thresholds for similar services within and beyond the 
jurisdiction1485 as decided in the AER’s recent draft decisions on Country Energy and 
ActewAGL’s proposed gas access arrangement revision proposals.1486 The AER notes 
that the 1 per cent of total revenue materiality threshold also applies to the general 
pass through event outlined in section 13.5.2.2 above. 

Jemena’s proposal states that cost pass through events will be subject to a materiality 
review.1487 The AER considers that the access arrangement proposal should clarify 
that the administrative threshold must be met for each separate event.1488 To address 
this omission the access arrangement proposal needs to be amended as set out in 
amendment 13.3. 

                                                 
 
1482  NGR, r. 91. 
1483  AER, Draft decision, Country Energy access arrangement proposal, November 2009, chapter 11 and 

AER, Draft decision, ActewAGL access arrangement proposal, November 2009, chapter 13. 
1484  NGR, r. 97(3)(b). 
1485  NGR, r. 97(3)(d). Australian Competition Tribunal, Application by EnergyAustralia and others (no. 2) 

[2009] ACompT9, paragraph 9. 
1486 AER, Draft decision, Country Energy access arrangement proposal, November 2009, chapter 11 and 

AER, Draft decision, ActewAGL access arrangement proposal, November 2009, chapter 13. 
1487  Jemena, Access arrangement proposal, June 2009, p. 20. 
1488  NGR, r. 97(3)(e). 
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13.5.2.5 Other matters 

There are two other matters the AER considers Jemena is required to amend in the 
proposed cost pass through mechanism. These are outlined below.  

The AER considers that the access arrangement proposal should set out factors the 
AER must take into consideration when assessing whether an event is a cost pass 
through event.1489 Amendment 13.11 sets out the factors which the AER needs to 
consider in assessing a cost pass through event: 

 the costs to be passed through are for the delivery of pipeline services 

 the total costs to be passed through are building block components of total revenue 

 the costs to be passed through meet the relevant National Gas Rules criteria for 
determining the building block for total revenue in determining reference services 

 any other factors the AER considers relevant and consistent with the NGL and 
NGR. 

Finally, Jemena’s access arrangement proposal needs to include a requirement to 
provide the AER with a statement verifying that the costs of any pass through events 
are net of any payments made by an insurer or third party which partially or wholly 
offsets the financial impact of that event (including self insurance).1490 This is to 
ensure that only the net financial impact of an event is considered for a pass through 
event, as the financial impact of some events like insurance events may be partially or 
wholly compensated or reimbursed by insurers or third parties and need not be 
recouped through an increase in tariffs from users. This is outlined in 
amendment 13.12. 

13.5.2.6 Oversight procedures and powers of approval for the cost pass through tariff 
variation mechanism 

This section outlines the required amendments to provide the AER adequate oversight 
or powers of approval over variation of the reference tariff.1491  

The most significant of these oversight and approval powers1492 is the decision 
making time for assessment of the cost pass through applications. Jemena proposes a 
decision making time of 20 business days,1493 regardless of the complexity or cost 
under consideration. 

As outlined in section 13.5.2.4 above, if Jemena provides supporting information from 
the relevant taxation or regulatory authority which substantiates the cost of low 
administrative cost events, the proposed decision making time may be appropriate. 
However, for the material threshold events, the AER considers that cost pass through 

                                                 
 
1489  NGR, r. 97(3)(e). 
1490  NGR, r. 91, r. 97(3)(e). 
1491  NGR, r. 97(4). 
1492  NGR, r. 97(4). 
1493  Jemena, Access arrangement proposal, August 2009, clause 3.4(d), p. 14. 
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applications are likely to require additional time for detailed analysis. The proposed 
decision making time of 20 business days is not sufficient for the AER to complete its 
analysis. 

The AER considers that the access arrangement proposal needs to be amended as 
outlined in section 13.5.1.4 and amendment 13.4 to include an extension of the 
decision making time provision for cost pass through events. In addition, the AER 
proposes that an overall time limit needs to be set for the assessment of a cost pass 
through application of 90 business days. This includes extensions of decision making 
time as outlined in amendment 13.4.  

In addition to the decision making time there are a number of other minor 
amendments required to be made to the access arrangement proposal to improve the 
oversight procedures and powers of approval relating to the cost pass through tariff 
variation mechanism.1494 These are: 

 Streamlining the assessment of the low administrative cost events to further 
reduce administrative costs1495 by considering costs to be passed through once a 
year at the same time as the annual tariff variations as outlined in amendment 
13.13. 

 An amendment to the notification process to notify the AER when a cost pass 
through event other than a low administrative cost event occurs as also outlined in 
amendment 13.14. This notification must be made within 90 business days of the 
costs of the defined event being incurred. This is to remove the discretion about if, 
and when, Jemena needs to notify the AER of the occurrence of a material 
administrative threshold event. The amendment will remove the information 
asymmetry between the AER and service provider and lead to both cost increases 
and decreases being passed through in the cost pass through mechanism. This 
addresses the EUAA’s1496 and EnergyAustralia’s1497 concern about asymmetry in 
the proposed mechanism. This requirement is not intended in any way to prevent 
Jemena submitting an application for a cost pass through event at any time 
consistent with the approved notification procedures. 

13.6 Conclusion 
 The AER does not propose to approve the tariff variation mechanism proposed by 
Jemena as it does not comply with r. 97 of the NGR and requires Jemena to make the 
amendments set out in below. 

13.7 Amendments required to the access arrangement 
proposal  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 
                                                 
 
1494  NGR, r. 97(4) 
1495  NGR, r. 97(3)(b). 
1496  EUAA, Submission to the AER, 10 November 2009, section. 6. 
1497   EnergyAustralia, Submission to the AER, November 2009, p. 24. 
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Amendment 13.1: amend the access arrangement proposal to: 

 delete clause (b) of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following: 

The Initial Reference Tariffs are expressed in real 2010/2011 dollars 

 delete clause (e) of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following: 

In addition to setting out the Initial Tariff Classes and the Initial Reference 
Tariffs, the Initial Reference Tariff Schedule sets out and explains the tariff 
components and assignment criteria used in determining the availability of 
different Reference Tariffs. Prices are expressed in real 2010/11 dollars and 
are exclusive of GST. 

 delete the table in clause 1.2 F (a) of schedule 2 – Initial Reference Tariff 
Schedule and replace with it the following: 
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Customer 
Type 

Tariff 
Class 

Unit Rate – dollars per GJ of Chargeable Demand  
per annum ($/GJ.CD.pa)  
Period ending 30 June 2011  
Prices are real 2010–2011 GST exclusive dollars 

  First 200 GJ of 
CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC-1 170.412 110.811 84.565 72.413 64.260 

 DC-2 189.309 122.149 92.123 78.082 68.039 

 DC-3 256.374 162.388 118.950 98.201 81.452 

 DC-4 423.002 262.365 185.600 148.189 114.777 

 DC-5 2266.074 1368.208 922.829 701.112 483.392 

 DC-6 86.324 60.359 50.929 47.187 47.442 

 DC-7 283.206 178.488 129.682 106.251 86.819 

 DC-8 584.319 359.156 250.127 196.585 147.041 

 DC-9 39.723 32.397 32.290 33.206 38.122 

 DC-10 134.705 89.387 70.282 61.701 57.118 

 DC-11 1784.139 1079.047 730.056 556.531 387.004 

 DC- 
Country 

Demand Capacity Rate for DC-Country is comprised of two components of 
demand charge; (i) the Capacity Distance Rate; and (ii) the Pressure 
Reduction Rate. See tables Capacity Distance Rate (cl F(b)), and Pressure 
Reduction Rate (cl F(c)) below. These charges will be calculated for each 
Delivery Point and expressed as a single rate $/GJ.CD.pa for billing 
purposes. 

 

 delete the table in clause 1.2 F (b) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 
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Customer 
Type 

Tariff 
Class 

Distance Unit Rate – dollars per GJ of Chargeable Demand  
per annum per km ($/GJ.CD.pa per km)  
Period ending 30 June 2011  

Prices are real 2010–2011 GST exclusive dollars 

  First 200 GJ of 
CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC- 
Country 

39.723 23.834 15.889 11.917 7.945 

Note: Rates apply per km of the straight line distance from the relevant country 
receipt point rounded up to the nearest 0.5 km as determined by the Service 
Provider. 

 delete the table in clause 1.2 F (c) of schedule 2 – Initial Reference Tariff 
Schedule ad replace it with the following: 

Customer 
Type 

Tariff 
Class 

Pressure Reduction Unit Rate – dollars per GJ of Chargeable Demand 
per annum ($/(GJ.CD).pa) 
Period ending 30 June 2011 
Prices are real 2010–2011 GST exclusive dollars 

  First 200 
GJ of CD 

Next 400 
GJ of CD 

Next 1000 
GJ of CD 

Next 2000 
GJ of CD 

Rest of CD 

Demand DC- 
Country 

14.098 8.459 5.639 4.229 2.819 

 

 delete the table in clause 1.2 F (e) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer Type Tariff Class Demand Throughput Rate ($/GJ) 
Period ending 30 June 2011 
Prices are real 2010–2011 GST exclusive dollars 

  First 1667 GJ per 
month 

Next 2500 GJ per 
month 

Rest 

Demand DT 3.900 3.143 2.635 
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 delete the tables in clause 1.2 F (f) of schedule 2 – Initial Reference Tariff 
Schedule and replace them with the following: 

Customer 
Type 

Tariff 
Class 

 Standing Charge: $/pa per delivery station 
Charges based on Delivery Point MHQ 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

   MHQ < 
10 GJ/hr 

MHQ 10 
to < 50 
GJ/hr 

MHQ 50 
to <100 
GJ/hr 

MHQ 100 
to < 1000 
GJ/hr 

MHQ 
1000 
GJ/hr and 
greater 

Demand DC-1 to 
DC-11; 
DC-
Country; 
DCFR-1 
to DCFR-
11 

Single 
Run 

3,604.522 4,866.883 9,459.925 12,778.160 16,823.523 

  Double 
Run 

7,209.044 9,733.765 18,919.851 25,556.320 33,647.046 

 

Customer 
Type 

Tariff Class Standing Charge: $/pa per delivery station 
Charges based on Deliver y Point MHQ 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

  Charge per Delivery Station 
Charges based on meter capacity. 
Period Ending 30 June 2011. 
Prices are real 2010-2011 GST exclusive dollars 

Volume V-Coastal & 
V- Country 

For meters with capacity less 
than or equal to 6m3/hr 

Fixed Charge $29.934 pa 

  For meters with a capacity of 
greater than 6m3/hr 

Unit rate $0.330/GJ, subject to a 
minimum charge per billing period 
of: 

$XX per monthly billing period, or 
$XX per quarter billing period 

 

 delete the table in clause 1.2 F (g) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 
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Customer 
Type 

Tariff 
Class 

Volume Throughput Rate ($/GJ) 
Period ending 30 June 2011 
Price are real 2010-2011 GST exclusive dollars 

 Block size 
(GJ per 
month) 

First 1.25 
GJ 

Next 1.5 
GJ 

Next 5.75 
GJ 

Next 75 
GJ 

Next 
333.5 GJ 

All 
additional 

 Block size 
(GJ per 
qtr) 

First 3.75 
GJ 

Next 4.5 
GJ 

Next 
17.25 GJ 

Next 225 
GJ 

Next 
1000.5 GJ 

 

Volume V-Coastal 10.489 6.036 5.801 5.674 4.935 3.759 

 V-
Country 

10.288 5.835 5.599 5.473 4.734 3.558 

 

 delete the table in clause 1.2 F (h) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer Type Tariff Class Standing Charge – dollars per annum 
Period ending 30 June 2011 
Prices are real 2010-2011 GST exclusive dollars 

Volume V-Coastal & V-
Country 

51.591 

 

 delete clause 1.2 F (i) of schedule 2 – Initial Reference Tariff Schedule. 

 

 delete the table in clause 1.2 G (a) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 
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Customer 
Type 

Tariff 
Class 

Meter 
Reading 
Cycle 

Meter Reading Charge- $ per annum per delivery station 
Prices are real 2010–2011 GST exclusive dollars 

   

Period 
ending 30 
June 
2011 

Period 
ending 30 
June 
2012 

Period 
ending 30 
June 
2013 

Period 
ending 30 
June 
2014 

Period 
ending 30 
June 
2015 

Volume 

All 
Volume 
Tariff 
Classes 

Quarterly 4.46 4.46 4.46 4.46 4.46 

  Monthly 47.16 47.16 47.16 47.16 47.16 

Demand 

All 
Demand 
Tariff 
Classes 

Daily 
Meter 
Reading 

828 828 828 828 828 

 

 delete the table in clause 1.2 G (b) of schedule 2 – Initial Reference Tariff 
Schedule and replace it with the following: 

Customer 
Type 

Tariff 
Class 

Provision of On Site Data and Communications Equipment - $ per 
annum per delivery station 

Prices are real 2010-2011 GST exclusive dollars 

  Period 
ending 30 
June 2011 

Period 
ending 30 
June 2012 

Period 
ending 30 
June 2013 

Period 
ending 30 
June 2014 

Period 
ending 30 
June 2015 

Demand All Demand 
Tariff 
Classes 

1545 1545 1545 1545 1545 

 

 delete clause 1.2 H of schedule 2 – Initial Reference Tariff Schedule and replace it 
with the following (the figures that appear as XX in the table below have to be 
updated as a consequence of ancillary services being classified as reference 
services in amendments 2.1 – 2.4. The ancillary services tariff must be set in 
accordance with r. 93 and r. 94 of the NGR): 

Ancillary Fees 

The Ancillary Fees are set out in the table below. Prices are real 2010/2011 
dollars and are expressed exclusive of any GST: 
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Fee Type Description Charge 

Request for service 

For time spent assessing 
requirements, collating 
information and responding to a 
User (or Prospective User) when 
the User (or Prospective User) 
requests a 
new/additional/changed Service, 
tariff assignment, authorisation 
of overruns or change in 
chargeable demand. 

XX, plus XX per hour after the 
first hour 

Special meter read 

For reads requested by a User 
rather than ordinary reads (for 
instance when the meter reader 
makes a special visit to read a 
particular meter out of the usual 
meter reading route or 
schedule). This service must be 
scheduled with a minimum 5 
day notice period. 

$XX  

Charge applies per meter read 

Temporary disconnection 

This charge covers the 
temporary disconnection of 
supply to a single Delivery 
Point at the request of a User 
where temporary isolation of 
supply is required. A request for 
temporary disconnection is not a 
request to remove a delivery 
point from the User’s Service 
Agreement or Legacy Reference 
Services Agreement. The 
specific method of isolation will 
be at the discretion of the 
Service Provider to ensure the 
site is able to be left in a safe 
state. The charge also covers the 
cost of subsequent reconnection. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement.) 

$XX 

Charge applies per meter set 

Permanent disconnection 

This charge covers 
disconnection of supply to a 
single delivery point at the 
request of a User and where the 
User (on behalf of a Customer) 
also requests that the meter is 
not to be moved or removed. A 
request for permanent 
disconnection is also a request 
to remove a delivery point from 
the Users Service Agreement or 
Legacy Reference Services 

$XX 

Charge applies per meter set 
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Agreement. The specific method 
of disconnection will be at the 
discretion of the Service 
Provider to ensure the site is 
able to be left in a safe state. A 
request for reconnection must be 
made as a new connection 
request. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement). 

Decommissioning and meter 
removal 

This charge covers permanent 
decommissioning of a network 
connection including the 
removal of the meter. A request 
to permanently decommission is 
also a request to remove a 
delivery point from the Users 
Service Agreement or Legacy 
Reference Services Agreement. 
The specific method of 
disconnection will be at the 
discretion of the Service 
Provider to ensure the site is 
able to be left in a safe state. 

(This charge is for providing 
disconnection services in 
accordance with the Network 
Code in force at the date of 
commencement of this Access 
Arrangement). 

Charges applies per meter  

(i)  meters with a capacity of 
 less than or equal to 
 6m3/hr: $XX 

(ii)  meters with a capacity of  
 greater than 6m3/hr: 
 $XX 

 

 

Amendment 13.2:  

 amend the access arrangement proposal to delete section 3.5 A and replace it with 
the following: 

The Service Provider will implement its CPI-X price path for the Financial 
Years commencing on or after 1 July 2011 using the Annual Tariff Variation 
Mechanism specified as the following formula: 
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For all tariff x where i = 1,… n 

Where the tariff class has up to ‘y’ components where y = 1,…m 

Note: this side constraint formula applies to CPI changes only (and not cost 
pass throughs). 

Where the Service Provider has n Reference Tariffs, which each have up to m 
tariff components, and where: 

t is the Financial Year for which the tariffs are being set. For example for 
the 2011–2012 financial year, t = 2012; 

 is the proposed tariff for component y of Reference Tariff x in Financial 
Year t, i.e. the new tariff to apply in year t; 

 is the tariff for component y of Reference Tariff x that is being charged 
at the time the notification is submitted to the AER for assessment. It is 
the tariff that applies in Financial Year t-1, i.e. the tariff that applies 
before the new tariffs come into effect; 

 is the quantity of component y of Reference Tariff x that was sold in 
Financial Year t-2; 

CPIt is defined in Section B; 

Xt is defined by the alignment of the Service Provider’s building block 
revenue requirement with the NPV of its forecast revenues and is 
determined to be: 

  –1.96% in 2011/12; 

  –1.96% in 2012/13; 

  –1.96% in 2013/14; and 

  –1.96% in 2014/15. 

 amend section 15.4.1 of the access arrangement information to: 

 delete Vt from the second formula 

 delete the last two paragraphs 

 delete the annual tariff variation events from Table 16–1 in the access 
arrangement information and update the list of pass through events in the Table to 
take into account the AER's draft decision on cost pass throughs set out in this 
chapter 13. 
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 amend section 16.1 of the access arrangement information to delete the last 
paragraph 

 amend the access arrangement information to delete section 16.4 and replace it 
with the following: 

JGN has considered the following criteria and information in order to 
determine which costs and events to propose as pass throughs and which are 
best included in JGN’s proposed opex forecasts: 

Can the event be reasonably foreseen? 

Are the details of the event firmly defined to enable JGN to establish 
confidently a cost forecast? 

Does a pass through already apply consistent with rule 97(3)(c) of the 
NGR? 

 delete section 16.5 of the access arrangement information. 

Amendment 13.3: amend the access arrangement proposal to: 

 delete section 3.5 C and replace it with the following: 

 (a) The Annual Tariff Variation Mechanism provides for annual 
adjustment in accordance with the approved price path (X factor) 
and for the variation of Reference Tariffs where there is an 
impact on the cost of providing Reference Services as a result of 
a cost pass-through event, the cost of which was not included in 
the amount of the Initial Reference Tariffs and price path. 

 (b) Cost pass–through events are: 

a Licence Fee Event; 

a Change in Tax Event; 

a Business Continuity Event; 

a Market Costs Event; 

a Declared Retailer of Last Resort (ROLR) Event; 

an Unaccounted for Gas (UAG) Adjustment Event;  

a General Pass Through Event, 

(any of which is a Cost Pass–Through Event) 

where: 

 “Licence Fee Event” means the annual cost incurred by the 
Service Provider as a result of any decision by the AER, IPART, 
AEMO, the Gas Market Company or any other relevant 
regulator, authority or State or Commonwealth Government 
which has the effect of changing or introducing any 
authorisation fee, licence fee or statutory charge imposed on the 
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Service Provider which is related to the operation of the 
network. 

“Change in Tax Event” means: 

(i) a change in the way, or rate at which, a Relevant Tax is 
calculated including a change in the application or official 
interpretation of Relevant Tax); or 

(ii) the removal of a Relevant Tax or imposition of a new 
Relevant Tax. 

“Business Continuity Event” means any occurrence that may 
create, or may lead to, an interruption, disruption, loss and/or 
crisis in the Service Provider’s business for which the Service 
Provider does not have full insurance coverage as identified in 
the Service Provider’s Access Arrangement Information, 
including but not limited to, gas supply shortfall, tsunami, 
cyclone, pandemic illness and earthquake. 

“Market Costs Event” means any 

(i) decision made by the AER, or any other authority; 

(ii) coming into force of any new statute, regulation, order, 
rule, subordinate legislation or other source of legal 
obligation on the Service Provider; 

(iii) change in any existing statue, regulation, order, rule, 
subordinate legislation or other source of legal obligation 
on the Service Provider; or 

(iv) change in any other document enforceable under any 
statute, regulation, rule or subordinate legislation; 

which occurs on or after 1 July 2010, which has the effect of: 

(v) imposing minimum standards (including network design, 
operational or safety standards) on the Service Provider 
that are new or different from those applying immediately 
before 1 July 2010; or 

(vi) substantially altering the manner in which the Service 
Provider is required to undertake any activity forming part 
of, or ancillary to, its Reference Services (including, but 
not limited to, rules governing the operation of competitive 
gas markets or a requirement that a party other than, or in 
addition to, the Service Provider be required to comply 
with the obligation of a Service Provider for the Network 
under the National Gas Law and National Gas Rules); 

such that the Service Provider incurs greater or lesser costs in 
providing the Reference Service than it did before the event 
occurred. 

“Declared Retailer of Last Resort (ROLR) Event” means the 
occurrence of an event whereby the Service Provider incurs 
materially higher or lower administrative costs as a result of an 
existing retailer for Customers being unable to continue to 
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supply gas and those Customers being transferred to the 
declared retailer of last resort. 

  “UAG Adjustment Event” occurs when annual forecast UAG 
  costs are different to the actual UAG costs incurred for that year. 

  “General Pass Through Event” means any other pass through 
  event which occurs in the following circumstance:  

  1. An uncontrollable or unforeseeable event occurs during the  
  access arrangement period, the effect of which could not have  
  been prevented or mitigated by prudent operation risk   
  management. 

  2. The costs of the event are not already included in building  
  block revenue or reimbursed by a third party.  

  These events will be assessed at the time of application for  
  consistency with the relevant National Gas Rules criteria. For the 
  purpose of this definition, an event will be considered   
  unforeseeable if, at the time the Service Provider lodged its  
  access arrangement revision proposal, despite the occurrence of 
  the event being a possibility there was no reason to consider that 
  the event was more likely to occur than not to occur during the  
  access arrangement period. 

(c) Subject to the AER’s approval, Haulage Reference Tariff s will be 
adjusted to pass through the costs of one or more of the Cost Pass-
Through Events, subject to each individual pass through event meeting 
the materiality threshold. The materiality threshold is defined: 

(i) for all Cost Pass-Through Events except Change in Tax Event 
and UAG Adjustment Event – at least 1 per cent of total revenue 
approved in the relevant year that a cost pass through cost is 
incurred; 

(ii) for Change in Tax event and UAG Adjustment Event – where the 
change in cost incurred is greater than the administrative costs of 
the Service Provider, users and the AER in making and 
reviewing the Variation Notice. The incurred cost of these events 
must be readily verified by documentation such as invoices or 
independently audited information. A Change in Tax Event or a 
UAG Adjustment Event which cannot be independently 
documented will be subject to the materiality threshold in 
paragraph (i). 

 delete section 3.5 D and replace it with: 

Calculation of the UAG Adjustment 

Reference Tariffs will be adjusted each year to account for the variation 
between the allowance for UAG included in the cost of service for the 
previous Financial Year in the Access Arrangement and the multiple of: 

(i) the latest forecast of gas receipts for the previous Financial Year; 

(ii) the forecast UAG level (2.34 per cent); and 
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(iii) the actual average price per gigajoule paid for gas pursuant to the 
gas being purchased by the cheapest means (for example via an open 
tender, Short term trading market (STTM) or any other cheaper 
alternative). 

Reference Tariffs will be adjusted in the event that UAG is removed as a 
Network cost during the Access Arrangement Period. 

 delete section 3.5 E 

 delete section 3.5 F 

 delete section 3.5 G 

Amendment 13.4: amend section 3.4(b) in the access arrangement proposal to 
include a rounding convention. 

Amendment 13.5: amend section 3.4(d) in the access arrangement proposal to 
include a new paragraph (vi) stating: 

If it appears that any past tariff variation contains a material error or 
deficiency because of a clerical mistake, accidental slip or omission, 
miscalculation or misdescription, the AER may change subsequent tariffs to 
account for these past issues. 

Amendment 13.6: amend: 

 the access arrangement proposal to delete section 3.4 (b)(i) and replace it with the 
following: 

Annual Variation of Reference Tariffs: Where the Service Provider proposes 
to vary the Haulage Reference Tariffs to apply from the start of the next 
Financial Year, it will submit a Variation Notice to the AER on the 15th of 
April or the next closest business day prior to the commencement of the next 
Financial Year. 

 the access arrangement proposal to delete section 3.4 (b)(ii) and replace it with the 
following: 

Variation of a Reference Tariff within a Financial Year: Where the Service 
Provider proposes to vary one or more Haulage Reference Tariffs within a 
Financial Year it will submit a variation notice to the AER at least on the 15th 
of April or the next closest business day, prior to the date upon which it 
intends to vary the amount of the Haulage Reference Tariff. 

 the access arrangement proposal to delete section 3.4(b)(iii) 

 the access arrangement proposal to delete section 3.4(b)(iv) and replace it with the 
following: 

Any proposed changes to Haulage Reference Tariffs submitted by the Service 
Provider under this Access Arrangement must comply with the Annual Tariff 
Variation Mechanism. 
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 the access arrangement proposal to delete sections 3.4 (d)(i) and 3.4(d)(ii) and 
replace them with the following: 

(i) Within 30 Business Days of receiving the Service Provider’s Variation 
Notice, the AER will inform the Service Provider in writing of whether 
or not it has verified the proposed Haulage Reference Tariff and/or 
Haulage Reference Tariff Components in the Service Provider’s 
Variation Notice as compliant with the Annual Tariff Variation 
Mechanism. 

The 30 Business Day period may be extended for the time taken by the 
AER to obtain information from the Service Provider, obtain expert 
advice or consult about the notification. However, the AER must assess 
a cost pass through application within 90 Business Days, including any 
extension of the decision making time. 

 (ii) If the AER fails to provide the Service Provider with written 
notification of its decision within 30 Business Days (excluding any 
extension of time outlined in paragraph (i)) of receiving the Service 
Provider’s Variation Notice, the AER will be deemed to have approved 
the variation proposed in the Variation Notice. 

 the access arrangement proposal to delete section 3.4 (d)(v) and replace it with the 
following: 

In relation to a Variation Notice relating to Haulage Reference Tariffs, in the 
event that the AER decides that any part of the proposal in the Variation 
Notice is not compliant for a new Financial Year t, then the AER may specify 
a variation that is consistent with the Annual Tariff Variation Mechanism. 

 the access arrangement proposal to delete section 3.4 (e) 

 the access arrangement information to delete the first sentence of section 15.4.2 
and replace it with the following: 

JGN will submit its annual reference tariff proposal to the AER for approval 
on the 15th of April or the next closest business day prior to the relevant 
financial year in which the proposed tariffs are to apply. 

Amendment 13.7: amend the access arrangement proposal to delete section 3.5 B and 
replace it with the following: 

Calculation of CPI adjustment 

For the purpose of the Annual Tariff Variation Mechanism, CPI for a 
particular Financial Year means: 

(b) for a Financial Year beginning after 1 July 2010: 

(i) the Consumer Price Index: All Group Index for the Eight State 
Capitals as published by the Australian Bureau of Statistics for 
the December Quarter immediately preceding the start of the 
relevant Financial Year; divided by 

(ii) the Consumer Price Index : All Group Index for the Eight State 
Capitals as published by the Australian Bureau of Statistics for 
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the December Quarter immediately preceding the December 
Quarter referred to in paragraph (i), 

 (iii) minus one. 

(b) If the Australian Bureau of Statistics does not, or ceases to calculate 
and publish the CPI, then CPI will mean an inflation index or measure 
agreed between the AER and the Service Provider. 

Amendment 13.8: amend the access arrangement proposal to include a new 
paragraph (iv) in section 3.4(c): 

a statement to support the Gas Quantity inputs in the tariff variation formula. 
The statement must be independently audited or verified and the Quantity 
input must reflect the most recent actual annual quantities available at the 
time of tariff variation assessment. The actual Quantity should be provided as 
four quarters of Gas Quantity data reconciling to an annual total Quantity of 
Gas. 

Amendment 13.9: amend the access arrangement proposal to delete section 3.4(c)(ii) 
and replace it with the following: 

an explanation as to how the proposal complies with the Annual Tariff 
Variation Mechanism supported by workings demonstrating how the 
proposed tariffs have been estimated using the existing tariffs as a reference. 

Amendment 13.10: amend the access arrangement information so the cost pass 
though events described section 16.6 are described and named according to the cost 
pass through categories set out in section 3.5 C (c) of the access arrangement 
proposal. 

Amendment 13.11: amend the access arrangement proposal to include a new 
paragraph (vii) in section 3.4(d): 

In making a decision whether or not to approve a Cost Pass-Through Event, 
the AER must take into account the following: 

A The costs to be passed through are for the delivery of pipeline services 

B The total costs to be passed through are building block components of 
total revenue 

C The costs to be passed through meet the relevant National Gas Rules 
criteria for determining the building block for total revenue in 
determining reference services 

D Any other factors the AER considers are relevant and consistent with 
the National Gas Law and National Gas Rules. 

Amendment 13.12: amend the access arrangement proposal to include a new 
paragraph (viii) in section 3.4(d): 

The Service Provider must provide to the AER a verification statement signed 
by an officer of the Service Provider stating that the financial impact of the 
Cost Pass-Through Event in a Variation Notice is net of any third party 
payments including insurer payments or reimbursements in connection with 
the event (including self insurance). The verification statement will also 
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provide information about the financial impact of the event and any 
reimbursements or payments made by a third party in connection with the 
event. 

An application for a Change in Tax Event must be supported by information 
about the financial impact of the taxation change event from the relevant 
taxation or regulatory authority. An application for a UAG Adjustment Event 
must be supported by a statement verified by an independent auditor which 
sets out the actual gas throughput, the UAG charged to users and 
confirmation that the UAG was purchased at lowest cost of gas available at 
the time (for example, by an open competitive tender or in the STTM). 

Amendment 13.13: amend the access arrangement proposal to include a new 
paragraph (ix) in section 3.4(d): 

Tariffs will only change once a year on 1 July as a result of Change in Tax 
events and UAG Adjustment Events. 

Amendment 13.14: amend the access arrangement proposal to include a new 
paragraph (x) in section 3.4(d): 

Regardless of whether a Cost Pass-Through Event leads to tariffs increasing 
or decreasing, the Service Provider must notify the AER that a Cost Pass-
Through Event other than Change in Tax Event and UAG Adjustment Event 
has occurred no later than 90 Business Days after the costs of a Cost Pass-
Through Event have been incurred. 
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14 Non–tariff components 
14.1 Introduction 
This chapter considers the non-tariff components of Jemena’s access arrangement 
proposal. The NGR states the circumstances in which a pipeline service will be a 
reference service and the terms and conditions on which service providers are to grant 
users or prospective users access to reference services. 

14.2 Terms and conditions  

14.2.1 Regulatory requirements 
Rules 48(1)(d)(i) and 48(1)(d)(ii) require the reference tariff and other terms and 
conditions on which reference services will be provided to be included in a full access 
arrangement.  

Decision making criteria 
Under section 3.6 of the Code, the relevant regulator was required to decide on the 
reasonableness of the terms and conditions on which a service provider would supply 
reference services in the earlier access arrangement period. The AER notes that there 
is no equivalent provision in the NGR. However, r. 100 of the NGR requires that an 
access arrangement be consistent with the national gas objective and the rules and 
procedures in force when the terms and conditions of the access arrangement proposal 
are determined or revised. 

The national gas objective is to promote efficient investment in, and efficient 
operation and use of, natural gas services for the long term interest of consumers of 
natural gas with respect to price, quality, safety, reliability and security of supply of 
natural gas.1498 

In making its final decision, the AER has reviewed the access arrangement proposal, 
including the Reference Services Agreement (Schedule 3 of the access arrangement 
proposal)1499 and considered the issues concerning terms and conditions raised in 
submissions received, as well as issues raised at the roundtable discussion on 27 
November 2009 (the Round table discussion on non-tariff issues) and in follow up 
correspondence provided by Jemena.1500 

An overview of the AER’s assessment of the terms and conditions contained in 
Schedule 3 of the access arrangement proposal is attached as Appendix E. This sets 
out the AER’s assessment of those terms and conditions in relation to which it 
received submissions but which it did not consider required amendment. 

                                                 
 
1498  NGL s. 23. 
1499  As outlined in the definition of ‘Agreement’ in clause 1.1 of schedule 3 of the access arrangement 

proposal, this includes any documents or parts or documents incorporated by reference.  
1500  Jemena, Clarification following the round-table discussion of Jemena's access arrangement proposal 

(2010–2015) terms and conditions, 18 December 2009. 



 

 320

The AER does not propose to approve those terms and conditions proposed by 
Jemena as discussed below as they do not comply with r. 48(1)(d)(i) and/or 
48(1)(d)(ii) and r. 100 of the NGR and requires Jemena to make the amendments set 
out in sections 14.2.2 to 14.2.18. 

The AER notes that Jemena may apply to the AER to vary the access arrangement 
under r. 65 of the NGR, should this prove necessary, for example, as a result of the 
introduction of the National Energy Customer Framework (NECF). 

14.2.2 Ancillary services 

Jemena’s proposal 
Jemena sets out a list of ancillary fees in schedule 1 of the access arrangement 
proposal1501 including a request for service, special meter read, temporary 
disconnection, permanent disconnection and decommissioning, and meter removal. 

Submissions 
AGL Energy (AGL) submits that Jemena has not provided sufficient information or 
definition surrounding ancillary fees. In particular, it is not clear whether a meter 
reading fee will be applied per site visit or per meter read at the premises.1502  

AER’s analysis and considerations 
The AER notes that Jemena has not included ancillary services in its definition of 
‘Reference Services’.1503 This means that ancillary services are not subject to the 
terms and conditions for access set out in Schedule 3 of the access arrangement 
proposal and accordingly do not comply with r. 48(1)(d)(ii) of the NGR. Also, 
because the access arrangement proposal does not specify a reference tariff for 
ancillary services, the proposal does not comply with r. 48(1)(d)(i) of the NGR.  

The AER does not propose to approve Jemena's proposed specification of the terms 
and conditions on which reference services will be provided as it does not comply 
with r. 48(1)(d)(i) and r. 48(1)(d)(ii) and r. 100 of the NGR. Jemena is required to 
specify the reference tariff for the ancillary services reference service and to clarify 
that special meter read fees will be levied on a per meter read basis as outlined in 
amendment 13.1. 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.1: amend the access arrangement proposal and access arrangement 
information to state the terms and conditions on which the ancillary services reference 
service will be provided. 

                                                 
 
1501  Jemena, Access arrangement proposal, August 2009, schedule 1, pp. 60–61. 
1502  AGL, JGN Access arrangement 2010–2015, 10 November 2009, p. 9 (AGL, Submission to the AER, 

10 November 2009). 
1503  Jemena, Access arrangement proposal, August 2009, schedule 3, chapter 1, p. 11; Jemena, Access 

arrangement proposal, August 2009, schedule 1, pp. 44, 60–61. 
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14.2.3 Legacy services 

Jemena’s proposal 
Jemena proposes to offer legacy services. The status of these services is unclear, 
particularly whether Jemena proposes to offer them as reference services or non-
reference services. For further details of Jemena’s proposal see chapter 2. 

AER’s analysis and considerations 
The AER notes that Jemena has not included legacy services in its definition of 
‘Reference Services’.1504 This means that legacy services are not subject to the terms 
and conditions for access set out in Schedule 3 of the access arrangement proposal 
and accordingly the access arrangement proposal does not comply with r. 48(1)(d)(ii) 
of the NGR. Also, because the access arrangement proposal does not specify a 
reference tariff for legacy services, the proposal does not comply with r. 48(1)(d)(i) of 
the NGR (see chapter 12 for further details). 

The AER does not propose to approve Jemena's proposed specification of the terms 
and conditions on which reference services will be provided as it does not comply 
with r. 48(1)(d)(i) and r. 48(1)(d)(ii) and r. 100 of the NGR. Jemena is required to 
specify the reference tariff and the other terms and conditions on which the legacy 
services reference service will be provided. 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.2: amend the access arrangement proposal and access arrangement 
information to state the terms and conditions on which the legacy services reference 
service will be provided. 

14.2.4 Meter data 

Jemena’s proposal 
Jemena addresses the meter data service in clause 17 of Schedule 3 of the access 
arrangement proposal.  

Submissions 
EnergyAdvice Pty Ltd (EnergyAdvice) submits that demand customers should have a 
right to access their metering data directly from Jemena (without recourse to their 
retailer).1505  

AGL submits that Schedule 3 of the access arrangement proposal fails to state the 
parties’ obligations regarding the accuracy of meter data, meter testing, meter reading 
and the correction of meter reading errors.1506 

                                                 
 
1504  Jemena, Access arrangement proposal, August 2009, schedule 3, chapter 1, p. 11 and Jemena, Access 

arrangement proposal, August 2009, schedule 1, pp. 44, 60–61. 
1505  EnergyAdvice Pty Ltd, Joint submission to the AER on the Jemena gas networks (NSW) revised access 

arrangement – August 2009, 10 November 2009, pp. 6, 18–19 (EnergyAdvice, Submission to the AER, 
10 November 2009). 

1506  AGL, Submission to the AER, 10 November 2009, p. 27. 
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AER’s analysis and considerations 
The AER considers that no legal relationship exists between Jemena and the end 
customer located at the delivery point (unless the end customer is a self-contracting 
user). Jemena contracts with the user (generally a retailer) and a separate contract 
governs the relationship between the user and the end customer. While the AER 
recognises that it may be open to Jemena to confer certain rights on end users, such 
as, for example, the right to access metering data, the NGR does not require or 
provide for this. 

In considering AGL’s submission, the AER has assessed whether the information 
stated in Schedule 3 of the access arrangement proposal is consistent with the national 
gas objective.1507 It considers that the inclusion of a statement of the parties’ 
obligations regarding the accuracy of meter data, meter testing, meter reading and the 
correction of meter reading errors would assist the parties in understanding their 
obligations and therefore further the national gas objective. 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment:  

Amendment 14.3: amend the access arrangement proposal to include the following 
new clause 17.7 in Schedule 3: 

In the event that the User reasonably forms the view that meter data 
information or a meter reading is incorrect, it shall notify the Service Provider 
of this in writing as soon as reasonably practicable stating the reason for their 
belief. The Service Provider undertakes to investigate the matter and advise 
the User of its findings without delay. 

14.2.5 Amendments to Schedule 3 of the access arrangement proposal 

Jemena’s proposal 
Jemena submits that it may seek the AER’s approval to amend the terms of Schedule 
3 of the access arrangement proposal during the access arrangement period.1508 Clause 
2.2, section C of the access arrangement proposal sets out a timetable for this process. 
This states that if the AER fails to provide Jemena with written notice of its decision 
within 20 business days after receiving Jemena’s application, the AER will be deemed 
to have approved the proposed amendment.1509  

Clause 1.4 of Schedule 3 of the access arrangement proposal states that where clause 
2.2, section C of the access arrangement proposal applies, or the AER has approved a 
new or revised access arrangement, Jemena will provide the user with written notice 
of the amendment. The user agrees (by deeming)1510 that such amendments are 
effective two business days from the date of the notice. 

Jemena also submits that: 
                                                 
 
1507  NGL, s. 23. 
1508  Jemena, Access arrangement proposal, August 2009, clause 2.2, section C(b), p. 7. 
1509  Jemena, Access arrangement proposal, August 2009, clause 2.2, section C(d), p. 7. 
1510  Clause 1.4(b), schedule 3 of the access arrangement proposal read in conjunction with clause 2.2, 

section C, access arrangement proposal. 
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 clause 1.4 of Schedule 3 of the access arrangement proposal is necessary to allow 
for the amendment of all user contracts to reflect variations to the access 
arrangement without going through a full revision process1511 

 clause 2.2, section C of the access arrangement proposal is necessary to facilitate 
variations to Schedule 3 of the access arrangement proposal within the access 
arrangement period.1512 

Submissions  
The AER received several submissions in relation to clause 2.2, section C of the 
access arrangement proposal. AGL expressed concern the clause provides Jemena 
with the ability to ‘gazette changes’ to the terms and conditions without receiving 
written notification from the AER.1513 

EnergyAustralia submits that: 

 the timeframe proposed by Jemena for the AER to approve amendments is 
insufficient to allow adequate consultation  

 the application of changes effective two business days from the date of written 
notice is insufficient especially when changes may impact on customer 
agreements.1514 

AGL submits that the two business days notice period that is proposed in clause 1.4 of 
Schedule 3 of the access arrangement proposal should be extended to 60 days notice 
at a minimum.  

AER’s analysis and considerations 
This matter was discussed at the Round table discussion on non-tariff issues regarding 
specific terms and conditions.1515 For the sake of clarity, the AER notes that: 

 clause 2.2, section C of the access arrangement sets out the mechanism by which 
Jemena proposes to vary terms of the access arrangement 

 clause 1.4 of Schedule 3 of the access arrangement proposal concerns the 
implementation of variations approved by the AER in contracts executed before 
the variation of the access arrangement. 

Clause 2.2, section C of the access arrangement proposal is not in accordance with the 
process set out in Division 10 of Part 8 of the NGR for variations of applicable access 
arrangements. Section 1.4 of Schedule 3 of the access arrangement proposal cross-

                                                 
 
1511  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 4. 
1512  Jemena, Clarification following the round-table discussion of Jemena's access arrangement proposal 

(2010–2015) terms and conditions, 18 December 2009, p. 2. 
1513  AGL, Submission to the AER, 10 November 2009, p. 8. 
1514  EnergyAustralia, Jemena Gas Networks (NSW) Ltd’s proposed 2010–2015 Access Arrangement & 

Reference Services Agreement, November 2009, p. 6 (EnergyAustralia, Submission to the AER, 
November 2009). 

1515  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 2–5. 
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references to the approval process—including the deeming of approval—set out in 
clause 2.2, section C of the access arrangement proposal. 

The AER considers that all variations of a term or condition of the access arrangement 
(including Schedule 3 of the access arrangement proposal) should be submitted to the 
AER for approval under r. 65 of the NGR.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.4: amend the access arrangement proposal to delete clause 2.2, 
section C(b) and replace it with the following: 

The Service Provider may seek the AER’s approval to amend the terms of the 
Reference Services Agreement during the Access Arrangement Period in 
accordance with Division 10 of Part 8 of the NGR. 

Amendment 14.5: amend the access arrangement proposal to delete clause 2.2, 
section C(c) – 2.2, section C(f). 

The AER has considered EnergyAustralia’s submission, and further oral submissions 
from AGL and EnergyAustralia,1516 that it is not reasonable for a variation that has 
been accepted by the AER to flow through into agreements that have already been 
executed between the service provider and users with effect two business days from 
the date of Jemena’s written notice advising of the change.1517 AGL and 
EnergyAustralia express concern that two business days does not provide a sufficient 
period of time especially when changes may impact on customer agreements.1518  

On the basis of the information provided by users as outlined above and having regard 
to amendment 14.4, the AER considers a period of two business days notice advising 
of amendments to Schedule 3 of the access arrangement proposal is insufficient.  

The AER notes that amendment 14.4 requires Jemena to seek the AER's approval to 
amend terms and conditions in accordance with the processes set out in the NGR. The 
AER does not consider that the wording 'deemed to have approved' in clause 1.4 of 
the access arrangement proposal is consistent with the processes outlined in the NGR 
for varying an access arrangement. The process initiated by an application under r. 65 
of the NGR allows non-material amendments to be reviewed in an expedited 
fashion.1519 The AER recognises from submissions that even where variations are 
non-material users may require more than two business days to give effect to such 
variations in their agreements. 

Where changes are of a material nature, the application for variation of the applicable 
access arrangement will be examined under Part 8 Division 10 of the NGR. This 
provides for a public process including a call for submissions. Interested parties can 
outline their specific concerns about amendments the subject of an application for 
                                                 
 
1516  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009. 
1517  EnergyAustralia, Submision to the AER, November 2009, p. 6.  
1518  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009. 
1519  NGR, r. 66(1) and r. 66(2). 
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variation of the applicable access arrangement (‘proposed amendment’). Parties can 
make submissions regarding the period of time it will take them to implement a 
proposed amendment into contracts that Jemena has already executed with third 
parties.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments:  

Amendment 14.6: amend the access arrangement proposal to delete clause 1.4(b) of 
Schedule 3 and replace it with the following: 

the User agrees that such amendments will vary the terms of this Agreement 
effective 10 Business Days from the date of the written notice unless the User 
can demonstrate to the Service Providers' reasonable satisfaction that it is not 
able to comply with this timeframe in which case the Service Provider will 
grant a reasonable extension. 

Amendment 14.7: amend the access arrangement proposal to delete in clause 1.4 of 
Schedule 3 the following: 

 'or is deemed to have approved' 

 '(or a replacement of the Reference Services Agreement)'. 

Further, clauses 10.1(a)(ii), 14.9 and 24.2(a)(ii)(B) as well as annexures 31520, 41521 
and 61522 in Schedule 3 of the access arrangement proposal suggests that Jemena may 
unilaterally amend the agreement. The AER does not consider this appropriate. 
Unilateral amendments fail to take account of the variation mechanism set out in Part 
8 of Division 10 of the NGR as referred to above.1523  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments:  

Amendment 14.8: amend the access arrangement proposal to delete the words ‘by the 
Service Provider’ in clauses 10.1(a)(ii), 14.9(a) and 24.2(a)(ii)(B) of Schedule 3  and 
replace them with the words ‘in accordance with the Variation Process outlined in 
Division 10 of Part 8 of the NGR.’ 

Amendment 14.9: amend the access arrangement proposal to delete the words ‘by the 
Service Provider to the extent necessary to take account of the changed 
circumstances’ in clauses 1(c) of annexure 3 and 1(c) of annexure 4 of Schedule 3 and 
replace them with the words ‘in accordance with the Variation Process outlined in 
Division 10 of Part 8 of the NGR’. 

Amendment 14.10: amend the access arrangement proposal to delete the last 
sentence of annexure 6 of Schedule 3 and replace it with the following: 

                                                 
 
1520  Jemena, Access arrangement proposal, August 2009, schedule 3, Annexure 3, clause 1.(c).  
1521  Jemena, Access arrangement proposal, August 2009, schedule 3, Annexure 4, clause 1.(c).  
1522  Jemena, Access arrangement proposal, August 2009, schedule 3, Annexure 6, p. 109. 
1523  NGR, r. 65. 
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The Service Provider may amend this Annexure at any time in accordance 
with the Variation Process outlined in Division 10 of Part 8 of the NGR and 
will notify Users of any such amendments and publish the updated Annexure 
on its website. 

The AER notes that Jemena’s definition of ‘Reference Tariff Schedule’ states that the 
reference tariff schedule may be ‘amended from time to time by the Service Provider 
in accordance with the terms of the Access Arrangement’. For the sake of clarity and 
avoidance of doubt, the AER considers that the words ‘Service Provider’ should be 
deleted as outlined below.  

Amendment 14.11: amend the access arrangement proposal to delete the words ‘by 
the Service Provider’ in the definition of ‘Reference Tariff Schedule’ in clause 1.1 of 
Schedule 3. 

Amendment 14.12: amend the access arrangement proposal to include the following 
in clause 1.1 of Schedule 3: 

Variation Process means the mechanisms and timelines provided for or 
referred to in Part 8 of Division 10 of the NGR; 

14.2.6 Decreases in chargeable demand 

Jemena’s proposal 
Jemena sets out the requirements for decreases in chargeable demand in clause 4.7 of 
Schedule 3 of the access arrangement proposal. 

Submissions 
AGL submits that clause 4.7 of Schedule 3 of the access arrangement proposal should 
reflect the wording and intent of clause 3.3(h). This permits for the reassignment of a 
tariff class where the user demonstrates that the occupant of a premise has changed. It 
submits that clause 4.7 is unfair as new customers have to wait 12 months for a 
possible reduction in chargeable demand and that they are penalised for a previous 
occupant’s usage patterns. AGL also submits that a reduction in chargeable demand 
should apply from the requested month after which the ninth highest gas withdrawal 
applies from the demand reset date. If the reduction in chargeable demand has been 
under-estimated, it will quickly be reset to the correct level.1524 

EnergyAustralia similarly submits that chargeable demand and MDQ should go up 
and down together, set at the ninth highest withdrawal in any one day in the preceding 
12 months. It also submits that a customer may be overcharged because chargeable 
demand can only be reduced by 10 per cent or more and the reduction will only 
become effective after 12 months.1525 

                                                 
 
1524  AGL, Submission to the AER, appendix, 10 November 2009, pp. 4–5. 
1525  EnergyAustralia, Submission to the AER, November 2009, p. 7. 
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EnergyAustralia also expresses concern that the decision to accept a reduction in the 
chargeable demand appears to be at Jemena’s discretion and that no justification of 
refusal is required.1526 EnergyAdvice raises similar concerns.1527 

Qenos submits that chargeable demand should be based on the ninth highest MDQ 
over the last 12 months to take into account decreases as well as increases in gas 
demand.1528  

Clause 4.7 of Schedule 3 of the access arrangement proposal was also discussed at the 
Round table discussion on non-tariff issues.1529 Jemena clarified that chargeable 
demand focuses on users’ characteristics.1530 Jemena noted that if a user does not have 
a permanent, material reduction, then they should not obtain a reduction in chargeable 
demand.1531 While this may mean that a user may be liable for payment of MDQ in 
excess of the amount taken by them, this will reduce other users’ charges in the long 
term. Also, reducing large users’ MDQ by a small amount does not have a meaningful 
impact on the charge payable by them, but would lead to a significant number of 
transactions and increased administrative costs. 

With regard to the change of occupant at specific premises raised by EnergyAustralia 
(see above), Jemena submitted that there are two possible scenarios: 

 walk-in-walk-out: the new occupant takes over the operation of the on-going 
business. No change in demand would be expected and historical data would 
reflect anticipated usage  

 closing down and re-activation: a decommissioning would be associated with 
this.1532 

Where a customer experiences decreased demand because they have changed or 
decommissioned an appliance, their decreased usage can only be accommodated 
through a decommissioning.1533 However, Jemena submitted that only large volume 
customers are affected by this and it may not be a practical issue. Attendees at the 
Round table discussion on non-tariff issues appeared to agree that this is more likely 
to be a theoretical problem.1534 

Jemena submitted that the system is comparable to that currently in place but 
expressed differently.1535 However, in response to comments made at the Round table 
discussion on non-tariff issues, Jemena provided the AER with an alternate proposal 

                                                 
 
1526  EnergyAustralia, Submission to the AER, November 2009, p. 7. 
1527  EnergyAdvice, Submission to the AER, 10 November 2009, p. 7. 
1528  Qenos, Submissions on Jemena access arrangement proposal 2010–2015, 11 November 2009, p. 2. 
1529  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 9–12.  
1530  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 9–10. 
1531  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 10. 
1532  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 10–11. 
1533  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 11.  
1534  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 11.  
1535  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 11.  
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on the waiting time for reductions in chargeable demand. In relation to reductions in 
chargeable demand, Jemena proposes replacing the 12 month monitoring period with 
an immediate reduction in chargeable demand based on actual utilisation in the 12 
months prior to the reduction request.1536 

In summary, after the Round table discussion on non-tariff issues Jemena proposes 
that: 

 a request for a reduction must be for a quantity equal to the ninth highest 
withdrawal at that delivery point in the 12 months immediately prior to the date of 
the reduction request 

 chargeable demand will be reduced at the start of the month immediately 
following the month of receipt of a complete reduction request.1537 

AER’s analysis and considerations 
The AER does not consider that an amendment of clause 4.7 of Schedule 3 of the 
access arrangement proposal is required to address concerns regarding the change of 
occupants at premises. However, the time limits set out in clause 4.7 of Schedule 3 of 
the access arrangement proposal do warrant amendment. These set out when a user 
can request a decrease of their chargeable demand: 

 the user must not have requested a reduction in the 12 months after last changing 
their demand charge1538  

 Jemena must not have rejected an application by the user for a reduction of 
chargeable demand in the six months preceding the date of the reduction 
request1539 

 Jemena has not accepted a request to reduce chargeable demand in the 12 months 
prior to the current reduction request.1540 

Relevantly, clause 4.7(c) of Schedule 3 of the access arrangement proposal provides 
that Jemena will approve or reject an application to decrease chargeable demand 
within one month of its receipt.1541 

The practical effect of this clause is that a user will have to wait at least 12 months 
before they are able to obtain a reduction in chargeable demand. A number of 
submissions suggest that this is unduly long.  

                                                 
 
1536  Jemena, Clarification following the round-table discussion of Jemena's access arrangement proposal 

(2010–2015) terms and conditions, 18 December 2009, p. 4. 
1537  Jemena, Clarification following the round-table discussion of Jemena's access arrangement proposal 

(2010–2015) terms and conditions, 18 December 2009. 
1538  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 4.7(b)(ii). 
1539  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 4.7(b)(iii). 
1540  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 4.7(b)(iv). 
1541  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 4.7(c). 
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The AER notes Jemena’s submission, that the arrangement currently in place is 
comparable to that in the access arrangement proposal.1542 The AER also notes 
Jemena's alternative proposal in relation to reductions in chargeable demand.1543 The 
AER considers that Jemena's alternative proposal in response to comments at the 
Round table discussion on non-tariff issues is appropriate. 

Furthermore, in order to assist users in understanding the basis for acceptance or 
rejection of their applications for decreases in chargeable demand, clause 4.7(c) of 
Schedule 3 of the access arrangement proposal should be amended to state that 
Jemena will provide written reasons for any rejections. The AER considers that for 
example plant closures or other temporary operating arrangements within a six month 
period are reasonable operational reasons for a rejection.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.13: amend the access arrangement proposal to: 

 include in clause 4.7(b)(iv) of Schedule 3 the words ‘for the relevant Delivery 
Point’ after the words ‘Chargeable Demand’ 

 inlude in clause 4.7(c) of Schedule 3 the words ‘provide their reasons in writing 
and’ after the words ‘The Service Provider will’ 

 delete the word ‘following’ in clause 4.7(e)(ii) of Schedule 3 and replace it with 
the word ‘preceding’ 

 delete clause 4.7(e)(iii) of Schedule 3 

 delete clause 4.7(f) of Schedule 3 and replace it with the following: 

A reduction in Chargeable Demand pursuant to clause 4.7(e) will take effect 
from the first day of the calendar month immediately following the date of 
receipt of the complete Reduction Request.  

 delete the words 'either' and 'or 4.7(e)(iii)' from clause 4.7(g)(i) of Schedule 3. 

14.2.7 Gas balancing under an arrangement approved by the Service 
Provider 

Jemena’s proposal 
Jemena sets out the requirements for gas balancing in clause 7.4 of Schedule 3 of the 
access arrangement proposal. 

Submissions 
EnergyAustralia requests clarification of what ‘service agreements’ means in clause 
7.4(b)(i) and submits that if a balancing mechanism is provided by the Australian 
                                                 
 
1542  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 11. 
1543  Jemena, Clarification following the round-table discussion of Jemena's access arrangement proposal 

(2010–2015) terms and conditions, 18 December 2009, pp. 2–4. 
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Energy Market Operator (AEMO) or a relevant industry scheme then Jemena should 
not have what EnergyAustralia submits amounts to a power of veto over that scheme. 
EnergyAustralia submits that clause 7.4(b)(ii) should be amended to require Jemena 
to approve such a scheme.1544 

Clause 7.4 of Schedule 3 of the access arrangement proposal was discussed at the 
Round table discussion on non-tariff issues. Jemena submitted that ‘service 
agreements’ refers to a contract under which Jemena provides a transportation service 
to a user.1545  

Jemena outlined at the Round table discussion on non-tariff issues that it is 
responsible for the safe management of the network, including balancing. Jemena 
stated that clause 7.4 of Schedule 3 of the access arrangement proposal provides a 
mechanism in the event that the STTM should fail to operate as anticipated.1546  

AER’s analysis and considerations 
The AER considers that following the Round table discussion on non-tariff issues an 
amendment of clause 7.4 is required to assist users to understand the intent of the 
clause and the circumstances in which it might operate. 

The AER does not consider it appropriate that the access arrangement states that 
Jemena should be able to decide whether or not to apply a gas balancing mechanism 
that has the force of law. Where a mechanism has the force of law, Jemena cannot 
nominate whether to implement the mechanism or not.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.14: amend the access arrangement proposal to delete clause 7.4 of 
Schedule 3 and replace it with the following: 

(a)  The AEMO, or a relevant industry scheme, may provide a   
 mechanism for the Gas Balancing of Network Sections. The Service  
 Provider must implement any and all mechanisms as required by law. 

(b)  The Service Provider may implement a mechanism other than that  
 referred to in clause 7.4(a) if it reasonably considers that the   
 mechanism: 

  (i) meets the operational requirements of the Network  
   Section; and 

  (ii) is not contrary to a provision of this Access Arrangement. 
 
(c)  The Service Provider must notify all Network Users: 

  (i)  if the Service Provider intends to implement a mechanism 
   under clauses 7.4(a) or 7.4(b), in which case the notice  
   will include:  

                                                 
 
1544  EnergyAustralia, Submission to the AER, November 2009, p. 8. 
1545  AER, Minutes of round table discussion on terms and conditions, 27 November 2009, p. 12.  
1546  AER, Minutes of round table discussion on terms and conditions, 27 November 2009, p. 13.  
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   (A)  the date on which the mechanism referred to in  
    clause 7.4(a) or 7.4(b) takes effect for the purpose of 
    this agreement; and 

   (B)  any technical conditions or arrangements reasonably 
    required by the Service Provider to facilitate  
    transition to a mechanism. 

  (ii)  if the Service Provider does not intend to implement a  
   mechanism other than that referred to in clause 7.4(a). 

(d)  Where a mechanism is implemented by the Service Provider and  
 notified to the Network User in accordance with clauses 7.4(a) and  
 7.4(c) and the mechanism is subsequently withdrawn, the Service  
 Provider will notify all Network Users that it has withdrawn the  
 mechanism. 

(e)  If the Service Provider implements a mechanism under clause 7.4(a): 

  (i)  the mechanism under clause 7.4(a) will operate to govern 
   the Gas Balancing of Network Sections: 

  (ii) neither Gas Balancing Annexure will apply; 

  (iii) the User must comply with the requirements of the  
   mechanism referred to in clause 7.4(a); 

  (iv)  the User and the Service Provider must comply with  
   clauses 7.5, 7.6 and 7.7 below. 

Amendment 14.15: amend the access arrangement proposal and the access 
arrangement information to reflect amendment 14.14.  

14.2.8 User to provide Jemena with forecast of withdrawals 

Jemena’s proposal 
Clause 7.5 of Schedule 3 of the access arrangement proposal requires users to provide 
information about forecasts of withdrawals. That is to say, the forecast aggregate 
quantity of gas which the user intends to withdraw from the network on the particular 
day.1547 

Submissions 
EnergyAustralia submits that: 

 clause 7.5(c) of Schedule 3 of the access arrangement proposal contains an 
incorrect reference to clause 7.5(a)  

 the timetable set out in clauses 7.5(c) to 7.5(f) of Schedule 3 of the access 
arrangement proposal should only apply if an industry scheme does not set a 
timetable for forecast withdrawals 

                                                 
 
1547  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 7.5(e). 
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 the treatment of ‘matched allocation’ is not mentioned in the access arrangement 
proposal.1548 

AER’s analysis and considerations 
Clause 7.5 of Schedule 3 of the access arrangement proposal sets out a timetable that 
Jemena proposes to apply in those instances where users are to provide it with 
forecasts of their withdrawals. In determining whether the proposed clause is 
appropriate, the AER has had regard to the national gas objective. The AER considers 
that clause 7.5 of Schedule 3 of the access arrangement proposal should be amended 
to clarify that clauses 7.5(c)–7.5(f) will only apply if an applicable industry scheme 
does not set out a timetable.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.16: amend the access arrangement proposal to include in 
clause 7.5(a) of Schedule 3 the following words after ‘clause 7.4(a)’: 

And clauses 7.5(c)–(f) only apply insofar as the AEMO or a relevant industry 
scheme does not set out a timetable. 

Amendment 14.17: amend the access arrangement proposal to delete the reference to 
‘clause 7.5(a)’ in clause 7.5(c) of Schedule 3 and replace it with ‘clause 7.5(b)’. 

14.2.9 Typographical errors 
In reviewing the access arrangement proposal and submissions, the AER has 
identified the following typographical errors and requires the following 
amendments:1549 

Amendment 14.18: amend the access arrangement proposal to delete the words 
‘and Indemnity’ from the heading of clause 9.1 of Schedule 3. 

Amendment 14.19: amend the access arrangement proposal to delete the words 
‘1 July 2009’ in clause 11.4(c)(v) of Schedule 3 and replace them with the words 
‘1 July 2010’. 

14.2.10 Basic metering equipment downgrade at existing delivery station 

Jemena’s proposal 
Jemena outlines basic metering equipment downgrades at existing delivery stations in 
clause 15.6 of Schedule 3 of the access arrangement proposal. 

Submissions 
EnergyAustralia submits that Jemena’s ability to downgrade basic metering 
equipment at its own discretion should be subject to any future change in load or 
pattern of usage by the user’s customer. EnergyAustralia also submits that if a users’ 

                                                 
 
1548  EnergyAustralia, Submission to the AER, November 2009, p. 8. 
1549  In relation to the second, see EnergyAustralia, Submission to the AER, November 2009, p. 9. 
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customer intends to increase load and/or change their usage pattern then Jemena 
should not be able to downgrade the basic metering equipment.1550 

AER’s analysis and considerations 
The AER considers that Jemena’s discretion to downgrade basic metering equipment 
should be subject to a requirement to consult with the user to determine whether the 
user’s customer is intending to increase load and/or change their usage pattern.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.20: amend the access arrangement proposal to include after the 
words ‘at its own discretion’ in clause 15.6(a) of Schedule 3, the following: 

subject to the requirement that it must consult with the User to determine 
whether the User’s customer intends to increase load and/or change their 
pattern of usage such that a downgrade is no longer required. 

14.2.11 Safe access to measuring equipment 

Jemena’s proposal 
Clause 16.1 of Schedule 3 of the access arrangement proposal outlines the need for 
safe access to measuring equipment. In particular, it requires the user to provide 
Jemena with safe access to delivery stations and metering equipment and to ensure 
that areas surrounding measuring equipment are safe. It also permits Jemena to move 
or install additional measuring equipment at the user’s cost if the area surrounding the 
measuring equipment becomes unsafe for the network. 

Submissions 
EnergyAustralia submits that clause 16.1 of Schedule 3 of the access arrangement 
proposal fails to provide a notification process and reasonable timeframe for the 
rectification of concerns.1551 

AGL submits that the clause should state the conditions that would make the 
surrounding area unsuitable.1552 

AER’s analysis and considerations 
The AER considers that clause 16.1(c) of Schedule 3 of the access arrangement 
proposal should be amended to specify what would make an area unsuitable for the 
operation of measuring equipment. The clause states that measuring equipment can be 
altered, moved or installed if an area surrounding the measuring equipment becomes 
unsuitable for the safe and continuous operation of the network.  

The AER also considers that including a notification and reasonable timeframe 
provides certainty for all parties and is in accordance with the national gas 
objective.1553  

                                                 
 
1550  EnergyAustralia, Submission to the AER, November 2009, p. 11. 
1551  EnergyAustralia, Submission to the AER, November 2009, p. 9. 
1552  AGL, Submission to the AER, 10 November 2009, appendix, p. 13. 
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Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.21: amend the access arrangement proposal to: 

 include the following words after ‘Network at the User’s cost.’ in clause 16.1(c) of 
Schedule 3: 

An area will be considered unsuitable if it cannot be accessed without risk of 
personal injury or is of a type where it is reasonably foreseeable that 
measuring equipment will sustain damage.  

 include a new clause 16.1(d) in Schedule 3 to state: 

Where the Service Provider considers that clauses 16.1(b) or 16.1(c) may 
apply, it will provide the User with written notice stating the reasons why it 
considers clauses 16.1(b) or 16.1(c) apply and provide the User with a 
reasonable period of time within which to remedy the matter before taking 
action under clauses 16.1(b) or 16.1(c). 

14.2.12 Consequence of no access 

Jemena’s proposal 
Clause 16.3 of Schedule 3 of the access arrangement proposal outlines the 
consequences of not being able to access a delivery point. It provides that Jemena may 
estimate the quantity of gas delivered, reduce or interrupt the service, or replicate the 
measuring equipment at another location (at the user’s cost). 

Submissions 
AGL submits that: 

 clause 16.3(a) of Schedule 3 of the access arrangement proposal should–similar to 
clause 16.7(b) of Schedule 3 of the access arrangement proposal–state the basis on 
which the quantity of gas delivered will be estimated 

 the reference to one business day in clause 16.3(c) of Schedule 3 of the access 
arrangement proposal should be changed to refer to five business days except 
where safety issues are identified.1554 

AER’s analysis and considerations 
The AER considers that clause 16.3(a) of Schedule 3 of the access arrangement 
proposal should be amended to specify the basis on which the quantity of gas will be 
estimated to provide certainty for users. The AER also considers that notice of one 
business day in clause 16.3(c) is too short for users to respond and incur reasonable 
costs for replicating measuring equipment except in circumstances relating to safety 
issues requiring immediate action.  

                                                                                                                                            
 
1553  NGL, s. 23. 
1554  AGL, Submission to the AER, 10 November 2009, appendix, p. 13. 
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Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.22: amend the access arrangement proposal to delete clause 16.3(a) 
of Schedule 3 and replace it with the following: 

estimate the Quantity of Gas delivered to that Delivery Point, by having 
regard to Gas consumption patterns for that Delivery Point, and render an 
invoice based on such an estimate; and/or 

Amendment 14.23: amend the access arrangement proposal to delete clause 16.3(c) 
of Schedule 3 and replace it with the following: 

after giving the User 1 Business Day’s written notice for safety issues, and 5 
Business Day’s notice for all other issues, replicate at a location accessible to 
the Service Provider, and at the User’s reasonable cost, the Measuring 
Equipment at the Delivery Point. 

14.2.13 Right to alter measuring equipment  

Jemena’s proposal 
Clause 16.8 of Schedule 3 of the access arrangement proposal outlines Jemena’s right 
to alter measuring equipment. It provides that Jemena may at its discretion and at the 
user’s cost install flow control mechanisms on measuring equipment to control the 
amount of gas withdrawn and alter or make additions to the measuring equipment 
where this is required for the network’s safe and reliable operation or protection or 'to 
ensure that User's compliance with the provisions of this Agreement'. 

Submissions 
EnergyAustralia submits that clause 16.8 of Schedule 3 of the access arrangement 
proposal is a catch all clause which provides Jemena with the ability, at its absolute 
discretion and at the user’s costs, to install control flow mechanisms and to alter or 
make additions to measuring equipment. EnergyAustralia submits that this should be 
justified by Jemena and where it is justified, provide for notification periods, cost 
estimates and processes for rectification.1555 

AER’s analysis and considerations 
The AER considers that Jemena’s discretion in relation to installing flow control 
mechanisms or altering or making additions to the measuring equipment installed at 
any delivery point should be limited to where it is needed to ensure safe and reliable 
operation of, and to protect, the network.  

The AER does not consider it appropriate to use the right to alter measuring 
equipment to ensure that a user complies with their obligations under Schedule 3 of 
the access arrangement proposal, and particularly at the user's cost, without the user 
being advised of Jemena's reasoning and, where the safe and reliable operation or 
protection of the network permits, giving the user an opportunity to rectify the matter. 

                                                 
 
1555  EnergyAustralia, Submission to the AER, November 2009, p. 10. 
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Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.24: amend the access arrangement proposal to include at the end of 
clause 16.8 in Schedule 3 the following: 

Where the safe and reliable operation or the protection of the Network does 
not necessitate immediate action, the Service Provider will notify the User of 
any issue coming within the scope of clause 16.8 and outline its concern and 
state a reasonable period of time within which the User may rectify the issue 
before the Service Provider will take action at the User's cost. 

14.2.14 Overcharging and undercharging  

Jemena’s proposal 
Clause 22.8(c) of Schedule 3 of the access arrangement proposal states that a service 
provider or user cannot claim any amount overcharged or undercharged after two 
calendar years. 

Submissions 
Origin and AGL submit that the two year limitation period proposed in clause 22.8(c) 
of Schedule 3 of the access arrangement proposal is not reasonable and inconsistent 
with requirements in the Gas Network Code and state regulations.1556 EnergyAustralia 
submits that clause 22.8 is inconsistent with the Gas Network Code for small retail 
customers and should be redrafted to ensure consistency.1557 Origin considers that the 
two year limit is unnecessary given the caveat in clause 22.8(d) in relation to 
inconsistency with the network code. Origin submits that the two year limit is 
unreasonable as it may require a user to pass on amounts to the service provider that 
the user could not recover from a customer because of state regulations.1558 

AER’s analysis and considerations 
The AER considers that the two year limit for claims for undercharging or 
overcharging is not in accordance with the national gas objective.1559 The AER notes 
that: 

 the Gas Network Code states that retailers may: 

 recover overcharges from the network operator where the error resulted from a 
data error1560 

 be required to pay undercharged amounts to the network operator resulting 
from a data error in respect of a period that is less than 12 months before the 
date of notification of the undercharge.1561  

                                                 
 
1556  Origin, Jemena gas networks access arrangement proposal, 10 November 2009, p. 4 (Origin, Submission 

to the AER, 10 November 2009) and AGL, Submission to the AER, 10 November 2009, appendix, p. 18. 
1557  EnergyAustralia, Submission to the AER, November 2009, p. 11. 
1558  Origin, Submission to the AER, 10 November 2009, p. 4. 
1559  NGL, s. 23. 
1560  Gas Network Code, s. 12.1. 
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 the Gas Supply Regulation states that small retail customers may: 

 recover overcharges from a supplier1562  

 be required to pay undercharged amounts to the supplier in respect of a period 
that is less than 12 months before the date of notification of the 
undercharge.1563  

The AER considers that the Gas Network Code and the Gas Supply Regulation must 
be observed. That said, Jemena should only be able to recover undercharged amounts 
if the user can pass the costs through to their customer. If the user cannot pass on the 
costs to its customers, Jemena cannot seek to pass these amounts on.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.25: amend the access arrangement proposal to include a new clause 
22.8(aa) of Schedule 3 that states: 

Where the Service Provider has undercharged or not charged a User, the User 
is not obliged to pay any additional charges to the extent that the User is 
precluded by law from recovering those charges from its customers. Where 
the Service Provider has overcharged a User, the User may seek to recover 
additional charges to the extent permitted by law and pass those charges 
through to its customers. 

14.2.15 Scheduled interruptions 

Jemena’s proposal 
Clause 25.2(c)(i) of Schedule 3 of the access arrangement proposal provides for either 
the user or customer to be notified of a scheduled interruption. 

Submissions 
EnergyAustralia submits that clause 25.2(c)(i) of Schedule 3 of the access 
arrangement proposal differs from existing arrangements and should be rejected. 
Currently both the user and the customer are notified of scheduled interruptions. It 
also submits that clause 25.2(d) of Schedule 3 of the access arrangement proposal 
should be deleted as the requirement to notify the user and the customer should be 
retained. 

AER’s analysis and considerations 
The AER considers that the arrangements under the earlier access arrangement should 
be maintained, so that Jemena is required to notify both the user and the customer of 
scheduled disruptions. This will ensure that all affected parties will be directly 
informed in an efficient manner.  

                                                                                                                                            
 
1561  Gas Network Code, s. 12.2. 
1562  Gas Supply Regulation, regulation 26. 
1563  Gas Supply Regulation, regulation 27. 
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However, the AER does not consider that clause 25.2(d) of Schedule 3 of the access 
arrangement proposal should be deleted as this places the onus on Jemena to ensure 
that gas will cease to flow in accordance with Jemena’s direction.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.26: amend the access arrangement proposal to delete the word ‘or’ 
where it first appears in clause 25.2(c)(i) of Schedule 3 and replace it with the word 
‘and’.  

14.2.16 Failure to pay 

Jemena’s proposal 
Clause 27.3 of Schedule 3 of the access arrangement proposal sets out the default 
period considered by Jemena before it takes action if a user defaults in payment of any 
monies under Schedule 3 of the access arrangement proposal. 

Submissions 
AGL submits that the days in clause 27.3 of Schedule 3 of the access arrangement 
proposal be either defined as business days or calendar days within the clause. AGL 
submits that clause 27.3 should exclude any amounts that are in dispute under clause 
22.6 of Schedule 3 of the access arrangement proposal.1564 

AER’s analysis and considerations 
The AER notes AGL’s concern regarding the need to have a clear statement as to how 
the period of seven days referred to in clause 27.3 of Schedule 3 of the access 
arrangement proposal should be calculated. However, the AER notes that clause 1.1 
of Schedule 3 of the access arrangement proposal defines ‘Day’ as referred to in 
clause 27.3 to mean a period of 24 consecutive hours. Because this means that 
calendar days apply, the AER does not consider it necessary to amend clause 27.3 to 
clarify how the seven day period is calculated.  

Notwithstanding this, the AER considers that payments in dispute should not be 
included as payments in default for the operation of clause 27.3 of Schedule 3 of the 
access arrangement proposal and will provide greater certainty to the parties.  

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.27: amend the access arrangement proposal to delete clause 27.3 of 
Schedule 3 and replace it with the following: 

If the User defaults in payment of any moneys payable under this Agreement, 
excluding payments disputed under clause 26.2, for a period of 7 Days after 
notification of the default then the Service Provider may, at the Service 
Provider’s sole discretion, either terminate this Agreement or cease to provide 
Service to any one or more Delivery Points by notice in writing, such 
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termination or cessation to take effect 48 Hours after delivery of the notice 
and/or may call on the Security. 

14.2.17 Liability and indemnity clauses 

Jemena’s proposal 
Schedule 3 of the access arrangement proposal contains a number of specific liability 
and indemnity provisions. Clause 28 of Schedule 3 of the access arrangement 
proposal provides an additional general liability provision.  

Submissions 
EnergyAustralia submits that there are numerous liability and indemnity provisions in 
Schedule 3 of the access arrangement proposal that are of concern to it.1565 It 
identifies 14 separate clauses in Schedule 3 of the access arrangement proposal which 
outline specific events or circumstances for which Jemena’s liability is excluded and 
it is indemnified by the user.1566 The clauses identified are: 

 revocation of authorisation of overruns (clause 5.6(b)) 

 liability for damages arising from unauthorised overruns (clause 6.2) 

 right to commingle (clause 9.2(b)) 

 responsibility for gas (clause 9.4(b)) 

 out of specification of gas (clause 10.1(e)) 

 cessation of delivery of out of specification gas or failure of user to comply 
with direction to cease delivery of out of specification gas (clause 10.3(c) 
and 10.3(d) 

 failure of user to comply with gas testing obligations (clause 10.10(i)) 

 delivery into a network receipt point that does not comply with gas 
pressure specifications (clause 14.9(b)) 

 the service provider decommissioning or disconnecting at the direction of 
the User (clause 15.12) 

 the installation, operation, maintenance or removal by the user (or its 
agent) of any measuring equipment, meter reading or communications 
facilities or connections installed at a delivery point (clause 18.5) 

 the service provider suspends delivery of gas at the user’s request or at the 
service provider’s discretion. 

 load shedding by the service provider in good faith in accordance with the 
principles of clause 25.4 (clause 25.4(k)) 

 the service provider interrupting gas delivery or load shedding for any user 
or customer in accordance with the principles of clause 25 (clause 25.7(a)–
(b)) 

                                                 
 
1565  EnergyAustralia, Submission to the AER, November 2009, pp. 13–21. 
1566  EnergyAustralia, Submission to the AER, November 2009, pp. 14–15. 
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 failure of the user or any of its customers to comply with the load shedding 
or supply interruption requirements of clause 25 (clause 25.7(c)(ii)).1567 

Scope of liability 
EnergyAustralia submits that the scope of Jemena’s liability exclusion and 
indemnities goes too far. Users indemnify Jemena against all liability for damages or 
claims incurred by Jemena, even where events or circumstances giving rise to claims 
are outside the user’s control.1568 Even where the user’s gas is the problem or where 
the user has caused the problem, it is unreasonable for Jemena to impose full and 
unlimited indemnity liability on the user for all direct and consequential economic 
loss that might conceivably result.1569 

EnergyAustralia submits that a user should only be exposed to liability for its breach 
of Schedule 3 of the access arrangement proposal or negligence with reasonable 
limitations on the scope of their liability. Further, the indemnity liability in the 
specific provisions should not apply for things not caused by the user, the user’s 
customers or the delivery of the user’s gas and should be made subject to the same 
reasonable limitations that apply to Jemena’s indemnity in clause 28 of Schedule 3 of 
the access arrangement proposal.1570 

EnergyAustralia submits that its concerns could be accommodated by making each of 
the 14 specific provisions identified by it subject to the general exclusions and 
limitations in clause 28 of Schedule 3 of the access arrangement proposal and deleting 
those words in clause 28 which effectively seek to exclude the 14 specific provisions 
from the operation of clause 28.1571 

At the Round table discussion on non-tariff issues, Jemena stated that the most 
efficient way to manage risk is to assign it to the party best placed to manage it. 
Jemena stated that it does not have a relationship with its users’ customers and 
considers users better placed to manage risks arising further along the supply chain—
that is, between its customers and third parties.1572 The AER understands from the 
Round table discussion on non-tariff issues that Jemena is not proposing to introduce 
a term or condition which is significantly different from current arrangements.1573 

Jemena noted that some events can be caused by a multiple number of users, for 
example, out of specification gas being brought into the network. If one or a number 
of users bring out of specification gas into the network, Jemena asked how users 
propose the risk should be dealt with. Because gas comingles in the pipeline, it is not 
possible to trace who introduced the gas into the pipeline. If the network operator 
accepts the risk, the network operator effectively becomes the insurer for the market. 
This comes at a cost. If it is the users’ gas and there are multiple users, all of these 
parties are liable. Jemena notes that clause 28.6(b) imposes liability on Jemena for 

                                                 
 
1567  EnergyAustralia, Submission to the AER, November 2009, pp. 14–15. 
1568  EnergyAustralia, Submission to the AER, November 2009, p. 16. 
1569  EnergyAustralia, Submission to the AER, November 2009, p. 17. 
1570  EnergyAustralia, Submission to the AER, November 2009, pp. 17–18. 
1571  EnergyAustralia, Submission to the AER, November 2009, p. 16. 
1572  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 16. 
1573  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 16, 19–20. 
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delivery of out of specification gas caused by the negligence or wilful default of the 
service provider.1574 

Damages cap 
EnergyAustralia submits that it is unreasonable for Jemena to impose a cap on its 
liability (via clauses 28.4 and 28.5 of Schedule 3 of the access arrangement proposal). 
No similar direct damages cap and consequential damage exclusion applies to users. 
They are left exposed to a wide range of circumstances including virtually any breach 
of the agreement or negligence by the user.1575 

AGL also expresses concerns regarding the scope of the proposed liability and 
indemnity provisions. AGL identifies clause 15.12 and clause 24.3 of Schedule 3 of 
the access arrangement proposal as being of particular concern. These clauses are new 
and indemnify Jemena from any liability (including damages arising from Jemena’s 
negligence) regarding its actions in decommissioning or temporarily disconnecting or 
reconnecting a user.1576 AGL submits that Jemena should be liable for its negligence 
and acts or omissions that cause damage.1577  

Meter data service 
AGL submits that if users are required to use Jemena’s meter data service, Jemena 
should be liable for its errors. It submits that clauses 17.5 and 17.6 of Schedule 3 of 
the access arrangement proposal should be deleted or amended to place liability on 
Jemena regarding the accuracy of the meter data service. 1578 

EnergyAustralia submits that as owner of the measuring equipment Jemena should be 
prepared to make some warranties for the accuracy of the equipment rather than to 
disclaim accuracy.1579 

AER’s analysis and considerations 
The AER notes that the liability provisions contained in the earlier access 
arrangement revision proposal were the subject of detailed analysis by the IPART and 
its consultants, the Allen Consulting Group.1580 EnergyAustralia made detailed 
submissions outlining its concerns relating to the liability provisions then. In 
particular, it was concerned that the earlier access revision proposal would squeeze 
users between the unreasonable liability provisions in the access arrangement and the 
rights conferred on consumers by various statutory provisions. EnergyAustralia 
submitted that all liability and indemnity provisions in the earlier access arrangement 
revision proposal, other than those contained in the general liability clauses of 

                                                 
 
1574  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 28.6(b), p. 79. 
1575  EnergyAustralia, Submission to the AER, November 2009, p. 19. 
1576  AGL, Submission to the AER, 10 November 2009, appendix, p. 13. 
1577  AGL, Submission to the AER, 10 November 2009, appendix, pp. 13, 19. 
1578  AGL, Submission to the AER, 10 November 2009, appendix, p. 14. 
1579  AGL, Submission to the AER, 10 November 2009, appendix, p. 10. 
1580  IPART, Revised access arrangements for AGL Gas Networks, Final Decision, April 2005, pp. 165–167 
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schedule 2A (clauses 54–60), should be deleted. It also submitted proposed 
amendments to the general liability provisions.1581 

The Allen Consulting Group 1582and ultimately the IPART considered that the liability 
and indemnity terms and conditions, except for an amendment relating to the gas 
swap service, were reasonable and therefore satisfied clause 3.6 of the Code.1583 

The AER has reviewed the clauses identified in EnergyAustralia’s and AGL’s 
submissions and considered their submissions including further comments made at the 
Round table discussion on non-tariff issues. The AER also notes that except for gas 
swap services, the IPART considered the proposed liability terms to be reasonable 
under the Code.1584  

The proposed liability terms set out in Schedule 3 of the access arrangement proposal 
are similar to the terms in the access arrangement in the earlier access arrangement 
period approved by the IPART. The AER considers that most of the specific liability 
and indemnity provisions identified by EnergyAustralia and the provisions of clause 
28 are appropriate when viewed in the context of assigning risk to the party best able 
to manage that risk.  

However, the AER has identified several clauses that remove Jemena’s liability in 
situations where Jemena has the potential to manage the risk through its own conduct. 
In particular: 

 clause 15.12(b) of Schedule 3 of the access arrangement proposal dealing 
with liability for disconnection and clause 24.3(b) of Schedule 3 of the 
access arrangement proposal dealing with liability for suspension of a 
service, remove Jemena’s liability and impose indemnity liability on the 
user for Jemena’s negligent conduct. This is clearly beyond the users’ 
control 

 in relation to clauses 17.5 and 17.6 of Schedule 3 of the access 
arrangement proposal the AER considers that these clauses are 
unreasonable because they remove all liability from Jemena in relation to 
the accuracy of meter data and the condition or fitness for purpose of the 
measuring equipment. The AER considers that Jemena is in the best 
position to be able to manage the risk and so should accept liability for its 
actions in relation to the service. 

The AER considers that the required amendments are in accordance with the national 
gas objective1585 and will promote the efficient investment in, and efficient operation 
and use of, national gas services for the long term interests of consumers of natural 

                                                 
 
1581  EnergyAustralia, AGLGN December 2003 access arrangement, 20 April 2004, viewed 2 December 2009, 

<http://www.ipart.nsw.gov.au/files/Submission%20-%20EnergyAustralia%20-
%20AGLGN%20revision%20to%20access%20arrangement%20-%20Nick%20Saphin.pdf>, attachment E. 

1582  The Allen Consulting Group, Revisions to AGLGN’s access arrangement, 28 October 2004, pp. 77–85. 
1583  IPART, Revised access arrangements for AGL Gas Networks, Final Decision, April 2005, pp. 165–167. 
1584  IPART, Revised access arrangements for AGL Gas Networks, Final Decision, April 2005, pp. 165–167. 
1585  NGR, r. 100. 
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gas with respect to price, quality, safety, reliability and security of supply of natural 
gas. 1586 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendments: 

Amendment 14.28: amend the access arrangement proposal to delete clauses 
15.12(b) and 24.3(b) of Schedule 3. 

Amendment 14.29: amend the access arrangement proposal to delete clauses 17.5 
and 17.6 of Schedule 3. 

14.2.18 Definitions 

Jemena’s proposal 
Jemena defines a demand customer list in clause 1.1 as a list in electronic form or 
such other form determined by the service provider which sets out various items for 
each demand customer delivery point.  

Submissions 
AGL submits that the definition of ‘Demand Customer List’ in Schedule 3 of the 
access arrangement proposal is inefficient as Jemena may provide a list in a form 
other than an electronic form.1587 It considers that a non-electronic demand customer 
list is not acceptable and requests that the relevant discretion wording be removed 
from the definition. 

AER’s analysis and considerations 
The AER considers that the definition should be amended to reflect only the most 
efficient form of demand customer list, as outlined in the amendment below. The most 
efficient form is an electronic form. Any manual form of the list would be inefficient. 

Before the access arrangement proposal can be accepted, Jemena must make the 
following amendment: 

Amendment 14.30: amend the access arrangement proposal to delete the following 
words from the definition of ‘Demand Customer List’ in clause 1.1 of Schedule 3: 

(or such other form determined by the Service Provider) 

14.3 Queuing requirements 

14.3.1 Regulatory requirements 
Queuing requirements are to be included in a full access arrangement if the AER has 
given prior notification of the need to include queuing requirements under r. 103 of 
the NGR.  

                                                 
 
1586  NGL, s. 23. 
1587  AGL, Submission to the AER, 10 November 2009, appendix, p. 1. 
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Rule 103(3) of the NGR provides that queuing requirements must establish a process 
or mechanism (or both) for establishing an order of priority between prospective users 
of spare or developable capacity (or both) on which all prospective users (whether 
associates of, or unrelated to, the service provider) are treated on a fair and equal 
basis. 

Rule 103(5) of the NGR provides that queuing requirements must be sufficiently 
detailed to enable prospective users: 

 to understand the basis on which an order of priority between them has been, or 
will be, determined; and 

 if an order of priority has been determined – to determine the prospective user’s 
position in the queue. 

14.3.2 Jemena’s submission 
Jemena states that if there is insufficient capacity to satisfy a request for a service, a 
queue will be formed.1588 The order of priority of supply will be determined on a first 
come, first served basis.1589 Capacity will be offered to queued prospective users in 
order of priority, notwithstanding that the capacity may not be sufficient to meet that 
user’s needs.1590 

Jemena submits that requests for services of less than one TJ per annum will have 
priority over requests for services of more than 1 TJ per annum.1591 Requests for 
reference services will have priority over requests for negotiated services.1592 

14.3.3 AER’s analysis and considerations 
Jemena’s queuing requirements are largely the same as those approved by the IPART 
in the earlier access arrangement period.1593  

Jemena is not required to include queuing requirements as it operates a distribution 
pipeline and the AER has not required Jemena to include queuing requirements.1594  

That said, the AER has reviewed Jemena’s queuing requirements set out in the access 
arrangement proposal and notes: 

 section 6.1 sets out how a queue is formed and how users are advised of their 
position in the queue, in accordance with r. 103(3)–(5) of the NGR 

                                                 
 
1588  Jemena, Access arrangement proposal, August 2009, p. 31. 
1589  Jemena, Access arrangement proposal, August 2009, clause 6.1(b), p. 31. 
1590  Jemena, Access arrangement proposal, August 2009, clause 6.2(a), p. 32. 
1591  Jemena, Access arrangement proposal, August 2009, clause 6.4(b), p. 32.  
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 section 6.2 sets out the conditions applicable to a queue. This satisfies the 
requirements of r. 103(3) and r. 103(5) of the NGR 

 section 6.3 sets out the procedure when capacity can be made available. This 
satisfies the requirements of r. 103(4)–(5) of the NGR 

 section 6.4 sets out the priority of prospective users in accordance with r. 103(4) 
of the NGR 

 section 6.5 sets out the compensation for holding capacity and section 6.6 sets out 
general terms. These include the treatment of requests in the event of a dispute and 
the ability of prospective users to supply gas at the time anticipated. 

The AER proposes to accept Jemena’s proposed queuing requirement as this meets 
the requirements of r. 103 of the NGR. 

14.4 Capacity trading requirements 

14.4.1 Regulatory requirements 
Capacity trading requirements are to be included in a full access arrangement.  

Rule 105(1) of the NGR notes that capacity trading requirements must provide for the 
transfer of capacity in accordance with the rules or procedures of the relevant gas 
market if the service provider is registered as a participant in a particular gas market. 
If the service provider is not so registered or the rules or procedures do not address 
capacity transfers, then r. 105 of the NGR applies.  

Rule 105(2) of the NGR concerns the transfer of capacity trading requirements 
without the service provider’s consent. The transfer of capacity with a service 
provider’s consent is detailed in r. 105(3) of the NGR. Capacity trading requirements 
may specify conditions under which consent will or will not be given and conditions 
to be complied with if consent is given. A service provider is precluded from 
withholding its consent unless it has reasonable grounds, based on technical or 
commercial considerations, for doing so.  

14.4.2 Jemena’s submission 
Jemena proposes that a user may transfer all or any of its contracted capacity for a 
haulage reference service in accordance with the provisions of Schedule 3 of the 
access arrangement proposal.1595 

Schedule 3 of the access arrangement proposal provides that where the Retail Market 
Procedures (NSW and ACT) (Retail Market Procedures) or another procedure for the 
operation of the retail market for gas in New South Wales applies, a user may transfer 
any or all of its rights under the Agreement in accordance with the procedures.1596 
Where the Retail Market Procedures do not apply, a user may transfer all of the user’s 
contracted capacity to another person without Jemena’s consent. The user must 
                                                 
 
1595  Jemena, Access arrangement proposal, August 2009, p. 5. 
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immediately notify Jemena of the subcontract and its likely duration, the identity of 
the third party and the amount of the contracted capacity transferred.1597 

Jemena’s access arrangement proposal outlines timelines for responding to users’ 
capacity transfer requests where the Retail Market Procedures do not apply.1598 

14.4.3 AER’s analysis and considerations 
The AER has reviewed Jemena’s capacity trading requirements and notes that 
section 8(a) of the access arrangement proposal states that users may transfer 
contracted capacity for the haulage service in accordance with Schedule 3 of the 
access arrangement proposal.1599 Clause 29.3 of Schedule 3 of the access arrangement 
proposal states that where the Retail Market Procedures apply, users may transfer any 
or all rights under Schedule 3 of the access arrangement proposal in accordance with 
the Retail Market Procedures.  

Clause 29.4(b) of Schedule 3 of the access arrangement proposal provides that the 
user may transfer all or any of its contracted capacity to another party with Jemena’s 
consent. It does not refer to or state the consequences outlined in r. 105(3)(a) and 
r. 105(3)(b) of such a transfer and must be amended as set out in amendment 14.31.  

Clause 29.4(b) of Schedule 3 of the access arrangement proposal also states that 
Jemena may not withhold its consent to a proposed transfer unless it has reasonable 
grounds, based on technical or commercial considerations for doing so. No examples 
are provided. The AER requires Jemena to amend clause 29.4(b) as set out in 
amendment 14.31 to include an example as this will provide greater certainty to users 
and accordingly promote the national gas objective outlined in s. 23 of the NGL. 
Section 3.11 of the Code sets out examples of things that would be reasonable for the 
purposes of the trading policy. The NGR does not contain an equivalent provision. An 
example of a reasonable commercial and technical ground would be where, after the 
change, Jemena would not receive at least the same amount of revenue it would have 
received before the change.  

Conclusion 
The AER does not propose to approve the capacity trading requirements proposed by 
Jemena as these do not comply with r. 105 of the NGR and requires Jemena to make 
the following amendments:  

Amendment 14.31: amend the access arrangement proposal to: 

 include the words ‘as outlined in rule 105(3) of the NGR’ before the full stop of 
the first sentence in claude 29.4(b) of Schedule 3 

 include the words 'An example might be, if the Service Provider would not receive 
at least the same amount of revenue it would have received before the change' as a 
third sentence in clause 29.4(b) of Schedule 3. 

                                                 
 
1597  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 29.3, p. 80. 
1598  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 29.4, pp. 80–81. 
1599  Jemena, Access arrangement proposal, August 2009, p. 35. 
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14.5 Extensions and expansions policy 

14.5.1 Regulatory requirements 
Extension and expansion requirements are to be included in a full access arrangement.  

Rule 104(1) of the NGR provides that extension and expansion requirements may 
state whether the applicable access arrangement will apply to incremental services 
provided as a result of a particular extension or expansion or outline how this may be 
dealt with at a later time. Insofar as the requirements provide that an access 
arrangement applies to incremental services, r. 104(2) of the NGR states that the 
requirements must deal with the effect of the extension or expansion on tariffs. 

14.5.2 Jemena’s submission 
Jemena proposes that all extensions and expansions to its pipeline will be taken to 
form part of its covered pipeline unless the AER declares otherwise.1600 

Jemena submits that where an extension or expansion is treated as part of the covered 
pipeline, the reference tariff will apply unchanged.1601  

14.5.3 AER’s analysis and considerations 
The only amendment Jemena proposes to make from the earlier access arrangement 
period is to clarify that it will offer reference services in respect of extensions and 
expansions that form part of its covered pipeline at the reference tariff.1602  

The AER has reviewed Jemena’s extension and expansion requirements and requires 
several amendments as outlined below. 

Clause 7(a)(i) of the access arrangement proposal provides that extensions and 
expansions will be subject to the extensions and expansions policy from the date of 
completion of the extension or expansion. Clauses 7(a)(ii)–7(a)(iv) provide that an 
extension or expansion will not be covered if Jemena applies to the AER and the AER 
declares the extension or expansion not to be covered by the access arrangement 
proposal.  

The AER considers that whether a particular extension should be part of the covered 
pipeline and subject by default to the access arrangement will depend on whether the 
extension relates to a high pressure pipeline or a medium or low pressure pipeline. 

High pressure pipeline extensions 
If Jemena seeks to extend a high pressure pipeline it will be required to apply to the 
AER for a decision regarding whether or not the proposed extension will form a part 
of the covered pipeline and, therefore, be covered by the access arrangement. This 
will enable the AER to consider on each occasion whether it is appropriate in the 

                                                 
 
1600  Jemena, Access arrangement proposal, August 2009, p. 34. 
1601  Jemena, Access arrangement proposal, August 2009, p. 35. 
1602  Jemena, Access arrangement proposal, August 2009, p. 34. 
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circumstances for the proposed extension to be covered by the access arrangement 
and whether this is in accordance with the national gas objective.1603 

The AER notes that high pressure pipeline extensions have characteristics similar to 
transmission pipelines and, from a pipeline coverage perspective, should not receive 
default coverage under the access arrangement. The pipeline can be extended for a 
variety of reasons such as servicing a large industrial user requiring the network to be 
extended to its premises or supporting the distribution network generally. Therefore, 
the reasons for the extension and the degree of its integration into the existing network 
will assist in determining whether the extension should be covered. In the 
circumstances, the AER considers it is not appropriate for high pressure pipeline 
extensions to receive coverage under the access arrangement by default. The AER 
will be best placed to consider such matters with any degree of certainty at the time it 
is notified of a proposed high pressure pipeline extension. Sections 7(a)(i)-(iv) of the 
access arrangement proposal should be amended accordingly. 

Clause 7(c) provides that an extension or expansion will not affect reference tariffs if 
the extension or expansion is a part of the network. Jemena therefore complies with 
the requirement set out in r. 104(2) of the NGR that extension or expansion 
requirements deal with the effect of the extension or expansion on tariffs. However, 
the AER considers, in accordance with r. 40(3) of the NGR, wording based more 
closely on r. 83(2) of the NGR to be preferable. The AER accordingly considers that 
Jemena must amend clause 7(c) of the access arrangement proposal to clarify that the 
proposed surcharge is to be levied on users of incremental services and is designed to 
recover non-confirming capital expenditure or a specified portion of non-confirming 
capital expenditure. 

Low and medium pressure pipeline extensions 
The AER considers that it is appropriate that low and medium pressure pipeline 
extensions be covered by default by the access arrangement, subject to Jemena 
notifying the AER that the extensions have been made. Low and medium pressure 
pipeline extensions to distribution networks are often embedded in and occur 
throughout the network. Coverage by default will allow such extensions to be built 
and covered by the access arrangement. This is likely to contribute to the promotion 
of the efficient investment in, and efficient operation and use of, natural gas services 
for the long-term interests of consumers of natural gas with respect to safety, 
reliability and security of supply of natural gas.1604 Jemena must advise the AER 
within 20 business days of completion of its financial year of all low and medium 
pressure pipeline extensions including all extensions commenced, in progress and 
completed during that financial year. Section 7 of the access arrangement proposal 
should be amended accordingly. 

Expansions 
Clauses 7(a)(ii)–7(a)(iv) of the access arrangement proposal provide that extensions 
or expansions will be covered unless Jemena applies to the AER and the AER 
declares the extension or expansion not to be covered by the access arrangement.  

                                                 
 
1603  NGL, s. 23. 
1604  NGL, s. 23. 
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The AER accepts that expansions of pipeline capacity should be covered by default by 
the access arrangement subject to the AER being notified that the expansion has 
occurred.  

Default coverage will address any concerns regarding the potential for a service 
provider to exercise market power. Default coverage of expansions to the pipeline will 
therefore promote the efficient investment in, and efficient operation and use of, 
natural gas services for the long-term interests of consumers of natural gas with 
respect to safety, reliability and security of supply of natural gas.1605 Section 7 of the 
access arrangement proposal should be amended accordingly. Jemena must advise the 
AER within 20 business days of completion of its financial year of all expansions 
including all expansions commenced, in progress and completed during that financial 
year. Section 7 of the access arrangement proposal should be amended accordingly. 

Conclusion 
The AER does not propose to approve Jemena’s extensions and expansions 
requirements as a preferable alternative exists under r. 40(3) of the NGR and requires 
Jemena to make the following amendments: 

Amendment 14.32: amend the access arrangement proposal to delete clauses 7(a)(i)–
(iv) and replace them with the following: 

(i) If Jemena proposes a high pressure pipeline extension of the covered  
 pipeline it must apply to the AER in writing to decide whether the  
 proposed extension will be taken to form part of the covered pipeline  
 and will be covered by this access arrangement. The application must 
 be made in accordance with clause 7(a)(ii). 

 For the purposes of this section 7, a high pressure pipeline extension  
 means a pipeline that exceeds one kilometre in length and is   
 proposed to be built to a postcode area previously not serviced by  
 reticulated gas. 

(ii) Jemena must apply to the AER under clause 7(a)(i) before the   
 proposed high pressure pipeline extension comes into service: 

  in writing; 

  stating whether Jemena intends for the proposed extension to be 
  covered by the Access Arrangement; and 

  describing the high pressure pipeline extension and setting out  
  why the extension is being undertaken. 

(iii) Jemena is not required to advise the AER under clause 7(a)(i) to the  
 extent that the cost of the high pressure pipeline extension has   
 already been included in the calculation of Reference Tariffs.  

(iv) After considering the Service Provider's application, and undertaking  
 such consultation as the AER considers appropriate, the AER will  
 inform the Service Provider of its decision on the Service Providers'  
 proposed coverage approach for the high pressure pipeline extension. 

                                                 
 
1605  NGL, s. 23. 
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(v) The AER’s decision referred to in 7(a)(iv) above, may be made on  
 such reasonable conditions as determined by the AER and will have  
 the effect stated in the decision. 

Amendment 14.33: amend the access arrangement proposal to delete clause 7(b) and 
replace it with the following: 

Any extensions to and expansions of the capacity of the Network which are 
not high pressure pipeline extensions within the meaning of clause 7(a)(i) will 
be treated as part of the Network and covered by this Access Arrangement.  

Amendment 14.34: amend the access arrangement proposal to include the following 
new clause 7(bb): 

All extensions of low or medium pipelines and expansions of the capacity of 
the Network carried out by the Service Provider will be treated as covered 
under this Access Arrangement. No later than 20 Business Days following the 
expiration of its financial year, the Service Provider must notify the AER of 
all extensions of low or medium pipelines and expansions of the capacity of 
the Network during that financial year, including all expansions commenced, 
in progress and completed. The notice must describe each extension and 
expansion and set out why this was necessary. 

Amendment 14.35: amend the access arrangement proposal to include at the end of 
clause 7(c) the following: 

The Service Provider will notify the AER of any proposed surcharge to be 
levied on users of incremental services and designed to recover non-
conforming capital expenditure or a specified portion of non-confirming 
capital expenditure (non-conforming capital expenditure which is recovered 
by means of a surcharge will not be rolled into the capital base). 

Amendment 14.36: amend the access arrangement information to reflect 
amendments 14.32–14.35. 

14.6 Terms and conditions for changing receipt and 
delivery points 

14.6.1 Regulatory requirements 
The terms and conditions for changing receipt and delivery points are to be included 
in a full access arrangement.  

Rule 106 of the NGR provides that an access arrangement must provide for the 
change of a receipt or delivery point with the service provider’s consent. The service 
provider is precluded from withholding its consent unless it has reasonable grounds, 
based on technical or commercial considerations, for doing so. The access 
arrangement may specify conditions under which consent will or will not be given and 
conditions to be complied with if consent is given.  
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14.6.2 Service provider’s proposal 
Jemena’s access arrangement proposal outlines that users may change receipt and 
delivery points.1606 Prior written consent must be obtained from Jemena.1607 However, 
multiple receipt points recognised as the same short term trading market hub are 
excluded.1608 

Jemena may refuse its consent or make its consent subject to reasonable commercial 
or technical conditions.  

Schedule 3 of the access arrangement proposal outlines timelines for responding to 
users’ requests.1609 

14.6.3 AER’s analysis and considerations 
Clause 13(b) of Schedule 3 of the access arrangement proposal states that Jemena may 
refuse its consent or make its consent subject to reasonable commercial or technical 
conditions. No examples are given. 

The inclusion of examples provides greater certainty to users and will promote the 
national gas objective outlined in s. 23 of the NGL. 

Section 3.11 of the Code sets out examples of things that would be reasonable for the 
purposes of a trading policy. The NGR does not contain an equivalent provision but 
does permit for examples to be given.1610 An example of a reasonable commercial and 
technical ground would be where, after the change, Jemena would not receive at least 
the same amount of revenue it would have received before the change. 

Conclusion 
The AER does not propose to approve the terms and conditions for changing receipt 
and delivery points proposed by Jemena as these do not comply with r. 106 of the 
NGR and requires Jemena to make the following amendment: 

Amendment 14.37: amend the access arrangement proposal to delete clause 13(b) of 
the Schedule 3 and replace it with the following: 

The User may not change a Receipt Point or a Delivery Point without the 
Service Provider’s prior written consent, which shall only be withheld on 
reasonable commercial or technical grounds, and which may be given subject 
to reasonable commercial and technical conditions. An example might be, if 
Jemena would not receive at least the same amount of revenue it would have 
received before the change. 

                                                 
 
1606  Jemena, Access arrangement proposal, August 2009, p. 36. 
1607  Jemena, Access arrangement proposal, August 2009, clause 9(a), p. 42. 
1608  Jemena, Access arrangement proposal, August 2009, schedule 3, clause 13(a), p. 42. 
1609  Jemena, Access arrangement proposal, August 2009, schedule 3, p. 42. 
1610  NGR, r. 106(2). 
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14.7 Acceleration of review submission date triggers 

14.7.1 Regulatory requirements 
The review submission date may advance to an earlier date than that fixed in the 
access arrangement if the access arrangement provides for acceleration on the 
occurrence of a trigger event and this event occurs. Rule 51(2) of the NGR provides 
examples of possible trigger events. The AER may insist on the inclusion of trigger 
events and may specify the nature of the trigger events.1611  

14.7.2 Jemena’s proposal 
Jemena’s access arrangement proposal does not include a trigger event.1612 

14.7.3 AER’s analysis and considerations 
The AER notes that the retail energy and gas connections frameworks are expected to 
be introduced during the access arrangement period. These frameworks may impact 
the terms and conditions of access for users and potential users, such as the credit 
support provisions proposed under the NECF. In these circumstances, the AER 
considers that a trigger event should be included to enable the AER to review the 
approved terms and conditions of access for consistency with the arrangements 
proposed under these new frameworks.  

Conclusion 
The AER does not propose to approve Jemena’s proposed non-treatment of the 
acceleration of review submission date triggers ard in accordance with r. 51(3) of the 
NGR, the AER requires Jemena to amend its access arrangement proposal as outlined 
in amendment 14.38 below: 

Amendment 14.38: amend the access arrangement proposal to include the following 
new clause 1.8: 

The AER may require Jemena to revise its access arrangement for 
inconsistencies with changes to the terms and conditions of access between 
the approved access arrangement and the NGL or NGR.  

The revisions submission date stated in clause 1.6 of the access arrangement 
proposal will advance on the occurrence of a trigger event described below. 

For the purposes of this clause, a ’trigger event’ occurs if: 

(a) there is an amendment to the National Gas Law or the National Gas  
 Rules, or the National Energy Retail Law or National Energy Retail  
 Rules commence operation in NSW; or 

(b) the STTM does not operate as anticipated and the Access   
 Arrangement does not effectively accommodate the STTM; and 

(c) the AER provides Jemena with a notice stating that the circumstances 
 described in (a) or (b) are significant. An amendment or the  

                                                 
 
1611  NGR, r. 51(3).  
1612  Jemena, Access arrangement proposal, August 2009, p. 4. 
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 commencement in NSW of the National Energy Retail Law or   
 National Energy Retail Rules is significant if it affects or impacts  
 upon reference tariffs. 

The new review submission date will be the date 6 months from the date of 
the notice provided by the AER under this clause. 

14.8 Review dates 

14.8.1 Regulatory requirements 
Rule 48(1) of the NGR provides that a full access arrangement must specify certain 
information for pipeline services including reference services. Unless the full access 
arrangement is voluntary, it must contain a review submission date and the revision 
commencement date. However, it does not have to include an expiry date.  

As a general rule, a review submission date will fall four years after the access 
arrangement took effect or the last revision commencement date and a revision 
commencement date will fall five years after that time. The AER is required to accept 
a service provider’s proposed review submission and commencement dates if these 
are made in accordance with the general rule set out in r. 50 of the NGR. It may also 
approve dates that do not conform with the general rule, if it is satisfied that the dates 
are consistent with the national gas objective and the revenue and pricing principles.  

14.8.2 Jemena’s proposal 
Jemena proposes a review submission date of 30 June 2014 and a revision 
commencement date of 1 July 2015.1613 

14.8.3 AER’s analysis and consideration 
Jemena appears to rely on the revision commencement date (1 July 2010) as the 
starting point for calculating the four years. The review submission date should 
accordingly fall on 1 July 2014.  

The AER is satisfied that the review submission date of 30 June 2014 proposed by 
Jemena is consistent with the national gas objective1614 and the revenue and pricing 
principles1615 and accordingly approves this date in accordance with r. 50(4) of the 
NGR. 

                                                 
 
1613  Jemena, Access arrangement proposal, August 2009, p. 4. 
1614  NGL, s. 23. 
1615  NGL, s. 24. 
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A. Jemena submission on the Da, Guo and 
Jagannathan working paper 

On 22 December 2009, Jemena made a submission on the AER’s draft decision for 
ActewAGL’s ACT, Queanbeyan and Palerang gas distribution network.1616 The 
submission includes a report by NERA (the NERA report on DGJ09), dealing with 
aspects of a working paper by Da, Guo and Jagannathan on the capital asset pricing 
model (CAPM) (the Da, Guo and Jagannathan working paper) referred to in that draft 
decision.1617 In its cover letter for this submission Jemena requests that the AER also 
consider this material for the Jemena access arrangement review.1618 

Jemena states—based on the NERA report on DGJ09—that the Da, Guo and 
Jagannathan working paper cannot be relied on because of methodological errors and 
data limitations.1619 Further, Jemena states that the AER has incorrectly interpreted 
the evidence in the working paper,1620 and concludes that the empirical evidence in 
the Da, Guo and Jagannathan working paper rejects the CAPM but supports the 
position that factors additional to beta (such as those in the FFM) are required to 
correctly explain the rate of return on equity.1621 

The AER notes that its considerations of the limitations of the FFM for the Jemena 
draft decision rely on a range of material and not just this working paper.1622 That 
said, the AER sets out the details of its considerations of the NERA report on 
DGJ09,1623 as the AER does include references to the Da, Guo and Jagannathan 
working paper. 

The NERA report on DGJ09 states that any criticism based on Roll’s critique,1624 
while relevant to a theoretical discussion on the cost of equity, is irrelevant to any 
practical evaluation of alternative cost of equity models.1625 

                                                 
 
1616  Jemena, Submission on ActewAGL decision, 22 December 2009. Attached report is NERA, Review of Da, 

Guo and Jagannathan empirical evidence on the CAPM: A report for Jemena Gas Networks, 21 December 
2009 (NERA, Review of Da, Guo and Jagannathan, 21 December 2009). 

1617  NERA, Review of Da, Guo and Jagannathan, 21 December 2009. The source paper is Da, Guo and 
Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889. 

1618  Jemena, Submission on ActewAGL decision, 22 December 2009, p. 1. 
1619  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 3–12. 
1620  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 13–15. 
1621  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 15–25. 
1622  The AER considers there are many such papers—for example, see Tables 5.3 and 5.4 in chapter 5. The 

AER notes that its considerations of the relative evaluation of the FFM relative to the CAPM also relies on 
a range of material. 

1623  This consideration occurred to the extent possible given the time available. Submissions on the Jemena 
proposal closed on 10 November 2009, but the letter from Jemena (and accompanying report) was not 
received until 22 December 2009. 

1624  The core idea of Roll’s critique is that (in-practice) CAPM tests using a market proxy can neither prove nor 
disprove the (theoretical) CAPM. Source paper is R. Roll, ‘A critique of the asset pricing theory’s tests’, 
Journal of Financial Economics, 1977, vol. 4(2), pp. 129–176. 

1625  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 13–14 (section 4.2). In particular, 
NERA states (p. 14): ‘A different issue concerns us, though, than that which concerns Roll. The issue that 
concerns us is whether an empirical version of the CAPM produces accurate estimates of required returns. 
The issue that concerns Roll, but not us here, is whether the CAPM itself is true.’ 
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The AER considers that one key difference between the CAPM and the FFM is that 
the CAPM has a theoretical basis, separate from the empirical data, but the FFM has 
no justification outside the relationship observed in the empirical data.1626 For this 
reason, Roll’s critique has some relevance to the current discussion. The AER 
considers that the NERA report on DGJ09 overstates the division between CAPM 
theory and CAPM practice in the current context. 

The NERA report on DGJ09 states that evaluation of alternative cross-sectional 
regressions based on the R2 statistic is inappropriate. Instead, evaluation should be 
based on whether parameter estimates are statistically equivalent to model 
predictions.1627 

The AER considers that assessing whether the obtained regression parameters match 
model restrictions is a useful test of the empirical support for that model. The AER’s 
presentation of Table 5.4 in chapter 5 and Table A.2 in this appendix is consistent 
with this approach. However, the AER considers that the R2 statistic is one means to 
evaluate the explanatory power of a model. The AER notes that the papers it cites in 
Tables 5.3 and 5.4 of chapter 5 use a range of valid statistical techniques, including 
assessments of regression parameters against model predictions. 

The NERA report on DGJ09 states that the Da, Guo and Jagannathan working paper 
cannot be relied on because it uses aged betas without academic support,1628 following 
the withdrawal by Hoburg and Welch of their working paper on this issue.1629 

The AER does not consider that this is a relevant matter for the draft decision, as the 
AER does not rely on those sections of the Da, Guo and Jagannathan working paper 
that use aged betas. The AER notes that these are discrete portions of the content.1630 

The NERA report on DGJ09 states that the ‘real options’ explanation for CAPM 
mispricing cannot be correct. The NERA report on DGJ09 references papers by 
Lewellen and Nagel, and Petkova and Zhang, which state that no conditional CAPM 
can explain a sufficient amount of mispricing.1631 

                                                 
 
1626  This issue is explained in chapter 5. 
1627  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 15–18 (section 4.4), 20–21. 
1628  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 11–12 (section 3.3). Source 

document is G. Hoberg and I Welch, ‘Aged and recent market betas in securities prices’, Brown University 
working paper, 9 September 2007. 

1629  In particular, the AER notes that the graph at page 2 of the update by Hoberg and Welch shows no 
evidence of beta adjustment in keeping with the aged beta theory. Source documents are G. Hoberg and I. 
Welch, ‘Aged and recent market betas in securities prices’, Brown University working paper, 9 September 
2007; G. Hoberg and I. Welch, ‘Updates: Aged and recent market betas in securities pricing, errors-in-
variables and portfolios vs stocks’, Brown University working paper, 25 November 2009. Both the original 
paper and update retracting the original paper are available online, viewed 22 December 2009, 
<http://ssrn.com/abstract=987353>. 

1630  The AER notes that none of the papers it cites in Tables 5.3 and 5.4 of chapter 5 of the draft decision use 
aged betas, but that further work may clarify the usefulness of aged betas. 

1631  In particular, NERA states (p. 6): ‘They [Lewellen and Nagel] conclude that variation through time in the 
betas of value and growth stocks and in the MRP cannot explain the value premium because the variation 
needed to explain the premium is implausibly large.’ NERA, Review of Da, Guo and Jagannathan, 
21 December 2009, pp. 3–9 (section 2). Source papers are J. Lewellen and S. Nagel, ‘The conditional 
CAPM does not explain asset-pricing anomalies’, Journal of Financial Economics, 2006, vol. 82, pp. 289–
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The AER considers that these two academic papers do not provide a reasonable basis 
to conclude that all conditional CAPM models must be incorrect. The Da, Guo and 
Jagannathan working paper,1632 as well as in another paper by Ang and Chen outline 
several methodological shortcomings in these papers.1633 Most importantly, Lewellen 
and Nagel use high-frequency short-window regressions, which allow unrelated 
factors to distort parameter estimates.1634 Further, the statistical framework used in 
both the Lewellen and Nagel paper and the Petkova and Zhang paper fails to correctly 
account for the asymptotic distribution of error terms, invalidating their conclusions 
on the conditional CAPM.1635 

The NERA report on DGJ09 notes that the Da, Guo and Jagannathan working paper 
filters a large number of stocks from the data set,1636 and considers that this 
invalidates its conclusions on the relative performance of the two models.1637 In 
particular, the NERA report on DGJ09 states that these data restrictions favour the 
CAPM over the FFM by reducing the number of small firms and value firms (those 
with high book-to-market ratios). 

For the draft decision the AER considers a range of papers in tables 5.3 and 5.4 of 
chapter 5 with a wide range of data sets, including several papers based on the Fama–
French data library.1638 As a consequence, the concerns outlined in the NERA report 
on DGJ09 about the filtering process adopted in the Da, Guo and Jagannathan 
working paper do not affect the AER’s overall conclusion on the appropriateness of 
FFM. Moreover, the AER considers that these criticisms are not relevant to the AER’s 
draft decision, since the data set in the Da, Guo and Jagannathan working paper 
retains sufficient variation in book-to-market ratios, and the retained data set is 
relevant to the conditions of the benchmark firm. The AER notes that there are two 
distinct aspects to the data filtering concerns raised in the NERA report on DGJ09: 

                                                                                                                                            
 

314 and R. Petkova and L. Zhang, ‘Is value riskier than growth?’, Journal of Financial Economics, 2005, 
vol. 78, pp. 187–202.  

1632  Da, Guo and Jagannathan, CAPM: interpreting the evidence, 2009, NBER working paper 14889, p. 5. 
1633  Ang and Chen, ‘CAPM: 1926–2001’, Journal of Empirical Finance, 2007. 
1634  Da, Guo and Jagannathan, CAPM: interpreting the evidence, 2009, NBER working paper 14889, p. 5. 

Further, Ang and Chen note the inconsistent estimates of conditional alphas and betas in the Lewellen and 
Nagel paper. Ang and Chen, ‘CAPM: 1926–2001’, Journal of Empirical Finance, 2007, p. 3. 

1635  Ang and Chen, ‘CAPM: 1926–2001’, Journal of Empirical Finance, 2007, p. 3. 
1636  Specifically, Da, Guo and Jagannathan remove very small firms (less than the NYSE 10th percentile), 

cheap firms (share price less than $5), momentum firms (performance in the top or bottom 10 per cent over 
the previous 12 months) and new firms (listed less than three years). Da, Guo and Jagannathan, ‘CAPM: 
Interpreting the evidence’, 2009, NBER working paper 14889, pp. 16–17. 

1637  In particular, NERA states (p. 11): ‘Cutting small firms and value firms from their sample may improve the 
apparent performance of the Sharpe–Lintner CAPM since there is ample evidence that the model misprices 
the stocks of small firms and value firms. Conversely, cutting small firms and value firms from their 
sample may reduce the apparent benefit to using the Fama–French three–factor model since the model does 
a better job of pricing the stocks of small firms and value stocks.’ NERA, Review of Da, Guo and 
Jagannathan, 21 December 2009, pp. 10–11, 14–15 (sections 3.2, 4.3). 

1638  This is the data set maintained by the economist Ken French and available at 
<http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html>. In particular, see Ang and 
Chen (who mirror the Davis, Fama and French portfolios) and Grauer and Janmaat (who use 14 different 
datasets from this library). See Ang and Chen, ‘CAPM: 1926–2001’, Journal of Empirical Finance, 2007, 
p. 4, Davis, Fama and French, ‘Average returns: 1929 to 1997’, Journal of Finance, 2000, R. Grauer and J. 
Janmaat, ‘Cross-sectional tests of the CAPM and Fama–French three-factor model’, Journal of Banking 
and Finance, 2010, vol. 34, p. 457,  
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 the size of the firms remaining in the data set 

 the book-to-market ratios of the firms remaining in the data set.1639 

On the size of firms issue, the AER notes that the data set does not contain small 
firms. This is because the Da, Guo and Jagannathan working paper attempts to explain 
the return on equity for basic projects, avoiding extreme size conditions where (it 
postulates) real options have a greater effect on rate of return.1640 Further, the focus on 
large and mature firms in the Da, Guo and Jagannathan working paper reduces 
concerns over information asymmetry and mispricing.1641 The AER notes that the 
data set contains 75 per cent of the market by value, and considers that conclusions 
relevant to the benchmark firm can be drawn from this analysis. 

On the book-to-market issue, the AER notes that the Da, Guo and Jagannathan 
working paper is concerned with retaining a broad range of variation in book-to-
market ratios. The 10 sub-industry portfolios presented in panels 3B and 3C of the Da, 
Guo and Jagannathan working paper are specifically selected to present a broad range 
of book-to-market ratios. To illustrate this point, Table A.1 compares the lowest and 
highest book-to-market portfolios from this section of the Da, Guo and Jagannathan 
working paper with the 1993 Fama–French paper. 

Table A.1:  Range of book-to-market ratios 

 Lowest book-to-
market portfolios 

  Highest book-to-
market portfolios 

  

Study Description B:M 
ratio 

HML 
coeff. 

Description B:M 
ratio 

HML 
coeff. 

Fama and French, 
1993 

Portfolio 5(Big)–
1(Low) 

0.29 -0.46 Portfolio 1(Small)–
5(High) 

1.80 0.62 

Da, Guo and 
Jagannathan, 2009 

Portfolio 8 0.34 -0.08 Portfolio 10 2.85 -0.32 

Source:  Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER 
working paper 14889, pp. 41, 42 (panels 3B, 3C); Fama and French, ‘Common 
risk factors’, Journal of Financial Economics, 1993, pp. 11, 24–25 (tables 1, 6). 

The AER observes that the 1993 Fama–French paper has portfolios with book-to-
market ratios ranging from 0.29 to 1.80. The Da, Guo and Jagannathan working paper 
has portfolios with book-to-market ratios ranging from 0.34 to 2.85. That is, there is 
actually more variation in book-to-market ratios in the Da, Guo and Jagannathan 
working paper than in the original 1993 Fama–French paper that established the FFM 
approach. 

Despite the wide range of book-to-market ratios demonstrated in Table A.1, the 
portfolios in the Da, Guo and Jagannathan working paper have relatively low and 

                                                 
 
1639  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, pp. 10–11. 
1640  Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889, pp. 4, 7. 
1641  Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889, p. 16. 
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uniform HML coefficients.1642 The AER considers that this is because book-to-market 
ratios are not a reliable predictor of returns for this data set—a result at odds with the 
predictions of the FFM.1643 That is, the FFM predicts that low book-to-market 
portfolios (growth shares) will have a lower rate of return than high book-to-market 
portfolios (value shares).1644 Table A.1 illustrates that the expected pattern occurs in 
the 1993 Fama–French paper, with the lowest book-to-market portfolio (growth 
shares) having a large negative HML coefficient (–0.46), and the highest book-to-
market portfolio (value shares) having a large positive HML coefficient (0.62).1645 
However, the pattern is absent in the Da, Guo and Jagannathan working paper, as the 
lowest book-to-market portfolio has a small negative HML coefficient (–0.08) and the 
highest book-to-market portfolio has a large negative HML coefficient (–0.32). The 
AER considers that these results do not support the FFM, and that this cannot be 
attributed to insufficient variation in the data set.1646 

Finally, the AER considers the aggregate evidence in the Da, Guo and Jagannathan 
working paper. Aside from the time-series regression considered above (panel 3C), 
and excluding analysis that depends on aged betas,1647 there remain cross-sectional 
regressions on three different portfolio sets. In Table A.2, the AER assesses them in 
the context of the concerns raised in with the NERA report on DGJ09 that each 
parameter estimate must match the model requirements.1648 That is, for each 
regression: 

 The intercept should be statistically indistinguishable from zero. This indicates 
that the model does not systematically over or under estimate the portfolio return. 

 The coefficients for the other factors should be statistically significant from zero 
(i.e. are not zero). For the CAPM single regression, the market coefficient (beta) 
should not be zero; and for the FFM multiple regression, the market, HML and 
SMB coefficients should not be zero. This indicates that the model factors have a 
meaningful relationship with the portfolio return. 

                                                 
 
1642  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, p. 20. 
1643  More specifically, the AER considers that the obtained regression parameters do not accord with the FFM 

restrictions. Of the 10 portfolios, six have statistically significant HML coefficients with the sign expected 
by the FFM; two have statistically insignificant HML coefficients (which would be expected to be 
significant), and two have statistically significant HML coefficients with the opposite sign. Da, Guo and 
Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889, p. 42 (panel 3C). 

1644  NERA, Fama–French model, 12 August 2009, pp.13–17. 
1645  Fama and French, ‘Common risk factors’, Journal of Financial Economics, 1993, pp.  24–25 (table 6). 
1646  The AER clarifies that this statement refers to consideration of all 10 portfolios in panel 3c of the Da, Guo 

and Jagannathan working paper, with these two portfolios serving as an illustration of the broader effect. 
1647  This regressions using aged betas are excluded because of the lack of academic support for this approach, 

as detailed earlier. 
1648  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, p. 16. 
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Table A.2:  Parameter estimated from cross-sectional regressions in the Da, Guo 
and Jagannathan working paper 

 Source:  Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER 
working paper 14889, pp. 39 (panel 2D), 40 (panel 3A) and 43 (panel 3D). 

Note: Excludes all regressions using aged betas. Evaluation is at the conventional 
level of statistical significance, five per cent. 

a: The SMB coefficient is borderline significant (t-statistic = 1.98). 

As shown in Table A.2, the AER considers that two of the three cross-sectional 
analyses show the parameter patterns predicted by the CAPM. The intercepts are 
equal to zero and the beta estimates are not equal to zero (both at the conventional 
level of statistical certainty, five per cent). In contrast, none of the cross-sectional 
analyses support the FFM. In each case, at most one of the four parameter estimates 
matches the model requirements (at the conventional level of statistical certainty). 

In particular, the AER notes that panel 3D of the Da, Guo and Jagannathan working 
paper does not reject the Sharpe–Lintner CAPM, 1649 as stated in the NERA report on 
DGJ09.1650 The NERA report on DGJ09 incorrectly states that the return to the zero-
beta portfolio exceeds the risk-free rate, but the AER notes that the CAPM intercept 
of 0.06 per cent per month is statistically equivalent to zero.1651 Further, the AER 
notes that the intercept on the FFM regression is 0.73 per cent per month (and 
statistically significant). That is, based on this evidence in panel 3D, the FFM 
produces a systematically biased estimate of return, but the CAPM produces an 
estimate that is not systematically biased. 

In the draft decision, the AER relies on aspects of the Da, Guo and Jagannathan 
working paper as part of a range of papers that critique the FFM.1652 The concerns 
raised by the NERA report on DGJ09 do not apply to this broad range of papers and 
                                                 
 
1649  Da, Guo and Jagannathan, ‘CAPM: Interpreting the evidence’, 2009, NBER working paper 14889, p. 39. 
1650  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, p. 20. 
1651  NERA, Review of Da, Guo and Jagannathan, 21 December 2009, p. 20. 
1652  See tables 5.3 and 5.4 in chapter 5 of this draft decision. 

Regression Model prediction 
Panel 2D  
10 portfolios, 
sorted on beta 

Panel 3A  
30 portfolios, 
sorted on 
industry and 
BM 

Panel 3D  
10 portfolios, 
sorted on 
industry with 
BM spread 

CAPM Intercept = zero No Yes Yes 

 Beta ≠ zero No Yes Yes 

FFM Intercept = zero Yes No No 

 Market coefficient ≠ 
zero No No No 

 SMB coefficient ≠ zero No Yes a No 

 HML coefficient ≠ zero No No Yes 
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so do not affect the AER’s overall conclusion on the appropriateness of the FFM. 
Considering the Da, Guo and Jagannathan working paper in isolation, the AER notes 
that several criticisms in the NERA report on DGJ09 are not valid. The AER 
considers that the Da, Guo and Jagannathan working paper does not show support for 
the FFM, but does show support for the Sharpe–Lintner CAPM.1653 

 

                                                 
 
1653  As the FFM does not meet the requirements of r. 87 of the NGR, the AER does not need to make an 

assessment under r. 40(3) of the NGR. 
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B. Confidential averaging period 
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C. Confidential self insurance 
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D. Statement of costs 
O&M Opex (JAM Asset Management Services) 

Category Total ($) 
Allocated to 
Reference 
Services (%) 

Amount 
Categorised 
From Capex 

Amount 
Categorised 
To Capex 

DIRECT JAM COSTS 
(INTERNAL COSTS BY 
TYPE) 

    

     

Overheads (by functional area)     

e.g. technical asset 
management, asset strategy, 
compliance, engineering, 
operational support, stores, 
logistics, scheduling, 
marketing, billing 

    

Technical Training (by 
technical standard/issue)      

 - Safety/technical     

 - Safety management studies 
for primary mains and trunks     

 - Business safety & operational 
plan     

 - etc     

Network Management Costs 
(itemised)     

 - Itemise network management 
costs     

STTM Costs (by nature of 
costs)     

 - Itemise by nature of costs     

Regulatory Costs     

 - Regulatory accounts     

 - etc     

     

Operating &     
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Maintenance(itemised) 

IT O&M (by project & IT asset)     

 - e.g. ESF costs for corporate 
systems (needs to include name 
of corporate system and 
purpose e.g. billing) 

    

 - e.g. gas make whole project     

Monitoring & Inspection (by 
asset & program)     

 - Pigging     

 - Mains – Inspection     

 - Mains – Enroachment     

 - etc     

Repairs & Maintenance (by 
asset & program)     

 - TRS/POTS e.g. painting     

 - Pressure vessel     

 - Water bath heaters e.g. 
overhauls, site    
inspection/identification 

    

 - Mains     

 - etc     

Meters     

 - Reading & other services     

 - Additional telecom costs     

 - etc     

     

INDIRECT JAM COSTS 
(OUTSOURCED COSTS BY 
NATURE OF COST AND 
SUB CONTRACTOR) 

    

     

Contractors – including related 
parties (if possible categorised 
consistently with Overhead & 
O&M categories for direct 
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costs) 

e.g. Contractor name     

 - meter read service     

Jemena Group     

 - Depreciation     

 - HR     

 - Corporate Coms     

 - Health, safety & environment     

 - SP management fee     

 - Legal     

 - CFO     

 - Corporate accounting     

 - Finance strategy     

 - Taxation     

 - Internal audit & risk     

 - etc     

     

TOTAL O&M OPEX     
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Non O&M Opex (Jemena Direct Costs) 

Category Total ($) 
Allocated to 
Reference 
Services (%) 

Amount 
Categorised 
From Capex 

Amount 
Categorised 
To Capex 

Administration & Overheads     

Corporate head office costs (by 
nature of cost)     

 - Depreciation     

 - HR     

 - Corporate comms     

 - Health, safety & environment     

 - Regulatory     

 - SP management fee     

 - Legal     

 - CFO     

 - Corporate accounting     

 - Finance strategy     

 - Taxation     

 - Internal audit & risk     

 - etc     

JGN Overheads (by functional 
area)     

 - e.g. finance, legal/contract 
management, regulatory billing     

     

Other Costs     

Government levies     

Marketing     

Unaccounted for gas     

Carbon costs     

Insurance     
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TOTAL NON O&M OPEX     
 

TOTAL OPEX (O&M and 
NON O&M)     
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E. Summary of non-tariff issues raised in submissions 
Matter1654 Summary of issue raised in submission Amendment required 

General Matters   

National Energy 
Customer Framework 
(NECF) 

EnergyAustralia and TRUEnergy Pty Ltd (TRUEnergy) submitted that the draft NECF terms should form 
the basis for proposed amendments to the access arrangement.1655  

Details of the NECF are not yet finalised and it is uncertain what impact the new framework might have on 
the access arrangement. The AER does not consider it appropriate to place reliance on a draft that may still 
change.  

Rule 65 of the NGR allows for variations of applicable access arrangement and is available to Jemena if 
changes to the access arrangement are required following the introduction of the NECF. 

None. 

Short term trading 
market (STTM) 

EnergyAustralia1656 submitted that the access arrangement proposal and Schedule 3 of the access 
arrangement proposal are largely silent on Jemena’s and users’ obligations and requirements for the 
STTM. 

The AER does not consider that any amendments are required at the present time. Rule 65 of the NGR 
allows for variations of applicable access arrangement and is available to Jemena if changes to the access 
arrangement are required following the introduction of the short term trading market (STTM). 

None. 

Access Arrangement 
Proposal   

                                                 
 
1654  These refer to the Access arrangement proposal and schedule 3 of the Access arrangement proposal. 
1655  EnergyAustralia, Jemena Gas Networks (NSW) Ltd’s proposed 2010–2015 Access Arrangement & Reference Services Agreement, November 2009 (EnergyAustralia, Submission to the 

AER, November 2009), pp. 17, 21 and TRUenergy, Jemena Gas Network - Access Arrangement Proposal 2010 -1015, 11 November 2009, p. 2 (TRUenergy, Submission to the AER, 
11 November 2009). 

1656  EnergyAustralia, Submission to the AER, November 2009, pp. 25–26. 
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Services Policy – terms 
and conditions  

Clause 2.2 

AGL Energy (AGL) and EnergyAustralia submitted that clause 2.2 provides insufficient consultation and 
notification.1657  

The AER considers that clause 2.2, section C (b)–(f) does not comply with the requirements of Division 10 
of the NGR. 

Amendment 14.2. 

Ancillary services 

AGL made a submission in relation to schedule 2, section H concerning ancillary fees.1658 

The AER considers that the description of ancillary fees set out in schedule 2, section H1659 is consistent 
with the NGR and the national gas objective. The AER is satisfied that the level of information provided in 
relation to temporary and permanent disconnections suffices.1660 It also considers that the benefit of stating 
each precise item for which a ‘request for service’ fee is levied1661 is outweighed by the costs associated 
with this. Further, it does not consider that removal of a meter to be at Jemena’s discretion under the 
‘Permanent Disconnection’ services as submitted by AGL.1662 The removal of meters forms a part of the 
‘Decommissioning and meter removal service’. 

However, Jemena is required to amend the access arrangement proposal to ensure that: (i) ancillary 
services are included in the definition of reference services (see chapter 2); (ii) special meter read fees are 
stated to be charged on a per meter read basis (see chapter 13); and (iii) to specify a reference tariff for 
ancillary services (see chapter 13). 

Amendments 2.1–2.4, 13.1. 

Schedule 5 – Request for 
service 

The AER considered a submission from EnergyAdvice Pty Ltd (EnergyAdvice) that Jemena should not 
limit requests for services to retailers but also permit customers to make these requests.1663  None. 

                                                 
 
1657  AGL, Submission: JGN Access Arrangement 2010 – 2015, 10 November 2009, p. 8 (AGL, Submission to the AER, 10 November 2009) and EnergyAustralia, Submission to the AER, 

November 2009, p. 6. 
1658  AGL, Submission to the AER, 10 November 2009, p. 9. 
1659  Jemena, Access arrangement proposal, August 2005, pp. 60–61. 
1660  See AGL, Submission to the AER, 10 November 2009, p. 9. 
1661  AGL, Submission to the AER, 10 November 2009, p. 9. 
1662  AGL, Submission to the AER, 10 November 2009, p. 9. 
1663  EnergyAdvice, Joint Submission to AER on the Jemena Gas Networks (NSW) Revised Access Arrangement–August 2009, 10 November 2009, p. 19 (EnergyAdvice, Submission to the 

AER, 10 November 2009). 
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The AER is satisfied that the terms of schedule 5 of the access arrangement proposal are consistent with 
the NGR and the national gas objective as it is Jemena’s commercial decision which parties it decides to 
contract with and accept requests for service from. 

Schedule 3 of the Access 
Arrangement Proposal – 
Reference Services 
Agreement 

  

Definitions and 
interpretation  

Clause 1  

Clause 1.1 – Definitions 

Clause 1.4 – 
Amendments to this 
agreement 

AGL submits that the definition of ‘Demand Customer List’ should be amended to require that it be 
electronic only.1664 The AER agrees with this submission. See chapter 14, section 14.2.18 of the draft 
decision. 

The AER received submissions from EnergyAustralia and AGL Energy that the notification period for 
amendments to Schedule 3 of the access arrangement proposal, set out in clause 1.4 of Schedule 3 of the 
access arrangement proposal is insufficient. 1665 This matter was also considered at the Round table 
discussion on non-tariff issues.1666 

The AER considers that the proposed amendment to clause 2.2, section C of the access arrangement 
proposal, as set out in amendments 14.4 and 14.5, address these concerns. They ensure that variations of 
the access arrangement are made in accordance with Part 8 of Division 10 of the NGR. 

Amendment 14.30. 

 

 

 

 

Amendments 14.4 and 14.5. 

Commencement and 
expiry of a reference 
service Clause 2  

No submissions were received on clause 2.  

The AER is satisfied that Jemena's proposed clause 2 is consistent with the NGR and the national gas 
objective. 

None. 

Haulage Reference 
Service  

No submissions were received on clause 3.  

The AER is satisfied that Jemena's proposed clause 3 is consistent with the NGR and the national gas 
None. 

                                                 
 
1664  AGL, Submission to the AER, 10 November 2009, appendix, p. 1. 
1665  EnergyAustralia, Submission to the AER, November 2009, p. 6 and AGL, Submission to the AER, 10 November 2009, appendix, pp. 1–2. 
1666  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 2–5. 
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Clause 3  objective. 

MDQ, MHQ and 
Chargeable demand  

Clause 4.5 – chargeable 
demand  

Clause 4.6 – increases in 
chargeable demand  

Clause 4.7 – decreases in 
chargeable demand 

AGL, EnergyAdvice, EnergyAustralia, Origin and TRUenergy made submissions on chargeable demand, 
increases and decreases in chargeable demand and the calculation of MDQ/MHQ.1667 This matter was also 
considered at the Round table discussion on non-tariff issues.1668 

Following clarification obtained at the Round table discussion on non-tariff issues the AER considers that 
clauses 4.5 and 4.6 of Schedule 3 of the access arrangement proposal concerning chargeable demand and 
increases in chargeable demand are consistent with the NGR and the national gas objective.  

Decreases in chargeable demand (clause 4.7 of Schedule 3 of the access arrangement proposal) is 
discussed in chapter 14 section 14.2.6 of the draft decision. 

Amendment 14.13. 

Overruns  

Clause 5 Clause 5.6(b) – 
revocation of 
authorisation 

See chapter 14, section 14.2.17 of the draft decision. None. 

Unauthorised overruns  

Clause 6   
See chapter 14, section 14.2.17 of the draft decision. None. 

Nomination and 
balancing  

Clause 7 Clause 7.4 – 
gas balancing under an 
arrangement approved by 
the service provider 
Clause 7.5 – user to 

See chapter 14, sections 14.2.6 and 14.2.7 of the draft decision. Amendments 14.13–14.15. 

                                                 
 
1667  AGL, Submission to the AER, 10 November 2009, appendix, pp. 2–6; EnergyAdvice, Submission to the AER, 10 November 2009, p. 6; EnergyAustralia, Submission to the AER, 

November 2009, pp. 6–8; Origin, Submission to the AER, 10 November 2009, pp. 6–7. 
1668  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 5– 8. 
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provide service provider 
with forecast of 
withdrawals 

Determination of 
quantity delivered at 
delivery points  

Clause 8 

No submissions were received on clause 8.  

The AER is satisfied that Jemena's proposed clause 8 is consistent with the NGR and the national gas 
objective. 

None. 

Commingling, custody, 
control, responsibility 
and warranty  

Clause 9  

Clause 9.1 – Warranty 
and indemnity  

Clause 9.4 – 
Responsibility for gas  

Clause 9.5 – 
Unaccounted for gas 

AGL submitted that: (i) clause 9.4 should be amended to replace the reference to Jemena replacing UAG at 
a time and on terms determined at its ‘absolute discretion’ with ‘acting reasonably’ to ensure that Jemena 
acts fairly; and (ii) clause 9.5(c) should be amended to exclude material errors from the general 12 month 
timeframe that applies to ‘LG’ recalculations.1669  

The AER does not consider that it is necessary to amend: (i) clause 9.4 as the statement ‘absolute 
discretion’ does not of deny fairness; (ii) clause 9.5(c) as a period of 12 months appears sufficient. The 
AER has not been provided with any information that indicates that a longer period would be necessary. 

The AER also considered EnergyAustralia’s submission that: (i) clause 9.1 does not work in an STTM 
environment; and (ii) sourcing gas from the STTM, per clause 9.5(e)(ii), should be limited to where it is 
cheaper than utilising an open tender process.1670 This clause was also discussed at the Round table 
discussion on non-tariff issues where the parties appeared to accept that they will need to obtain 
independent advice concerning the operation of clause 9.1 in an STTM environment. The AER does not 
consider that an amendment of clause 9.5(e)(ii) is needed as clause 9.5 already refers to Jemena purchasing 
UAG on a ‘competitive commercial basis’. 

The AER notes that amendment of a typographical error is required. 

The AER is satisfied that Jemena's proposed clause 9 is consistent with the NGR and the national gas 
objective. 

Amendment 14.18. 

                                                 
 
1669  AGL, Submission to the AER, 10 November 2009, appendix, pp. 7–8. 
1670  EnergyAustralia, Submission to the AER, November 2009, p. 9. 
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Gas Quality  

Clause 10  

Clause 10.1 – 
Specification gas  

Clause 10.3 – 
Consequences of the 
service provide 
exercising rights under 
clause 10.2  

Clause 10.4 – User to 
satisfy the service 
provider  

Clause 10.7 – 
amendment of 
specification  

Clause 10.10 – gas 
testing by users 

AGL submits : (i) that clause 10.1(a) should be amended to state that Jemena must act reasonably when 
varying annexure 2 of Schedule 3 of the access arrangement proposal; (ii) querying whether it is 
practicable to qualify the indemnity in clause 10.1(e) to apply where the user injected the gas; (iii) limit the 
indemnity in clause 10.3 so that a user’s liability is limited to their actions; (iv) that the scope of clause 
10.4 should be made subject to a reasonability limitation or check by inserting the words ‘reasonable 
satisfaction’; (v) that clause 10.7 should include a timeframe.1671 

The AER does not consider that it is necessary to amend clause: (i) 10.1(a) because variations to the access 
arrangement are subject to Part 8 Division 10 of the NGR; (ii) 10.1(e) because it is not practicable given 
the comingling of gas (as was discussed at the Round table discussion on non-tariff issues); (iii) 10.3 
because: (a) Jemena is limited to precluding the delivery of gas it ‘reasonably believes’ to be out-of-
specification. This imports a reasonable threshold; and (b) Jemena may not be able to determine, where a 
number of parties are bringing in gas through one receipt point, which party or parties are responsible for 
bringing in off-specification gas from an upstream transmission pipeline; (iv) 10.4 because it identifies the 
requirements with sufficient particularity and the threshold of ‘satisfaction’ will not be measurably altered 
with the proposed insertion of the word ‘reasonable’; (v) 10.7 as variations are subject to Part 8 of Division 
10 of the NGR. This also covers minor variations to the access arrangement. 

The AER also considered a submission from EnergyAustralia, concerning Jemena’s exclusion of liability 
in relation to clauses 10.1(e), 10.3(c) and (d) and 10.3(i).1672 The reason why no amendments are required 
in relation to clauses 10.1(e) and 10.3(d) are outlined above. Clause 10.3(c) provides that Jemena will not 
be liable to the user or its customers if it ceases to deliver gas under clause 10.2. The reasons outlined in 
relation to AGL’s submission concerning clause 10.3 apply. 

This clause was also discussed at the Round table discussion on non-tariff issues in connection with 
liability and indemnities.1673 See chapter 14, section 14.2.17 of the draft decision.  

The AER is satisfied that Jemena's proposed clause 10 is consistent with the NGR and the national gas 
objective. 

None. 

                                                 
 
1671  AGL, Submission to the AER, 10 November 2009, appendix, pp. 8–9. 
1672  EnergyAustralia, Submission to the AER, November 2009, pp. 15, 28–29, 33–34. 
1673  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 16–18. 
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Addition of delivery 
points  

Clause 11  

Clause 11.4 Transfer of 
legacy reference service 
delivery points at 
commencement of 2010 
access agreement 

Origin sought greater clarity of the proposed tariff structure and the justification of the 40 per cent tariff 
increase for legacy services.1674 Clause 11 was also considered at the Round table discussion on non-tariff 
issues.1675  

Origin appeared satisfied with the response provided by Jemena at the Round table discussion on non-tariff 
issues.1676  

The AER does not consider that any amendment of the clause is required. The AER is satisfied that the 
proposed clause 11 is consistent with the NGR and the national gas objective. 

Notwithstanding the above, the AER notes that a typographical amendment is required. 

None. 

 

 

 

Amendment 14.19. 

Deletion of delivery 
points  

Clause 12 

No submissions were received on clause 12.  

The AER is satisfied that Jemena's proposed clause 12 is consistent with the NGR and the national gas 
objective. 

None. 

Change of receipt or 
delivery point  

Clause 13 

No submissions were received on clause 13.  

The AER is satisfied that Jemena's proposed clause 13 is consistent with the NGR and the national gas 
objective. 

None. 

Receipt points and 
receipt stations  

Clause 14  

Clause 14.9 – Pressure at 
receipt point. 

See chapter 14, section 14.2.5 and section 14.2.17 of the draft decision. Amendment 14.8. 

Delivery points and See chapter 14, sections 14.2.10 and 15.2.17 of the draft decision. Amendment 14.20. 

                                                 
 
1674  Origin, RE: Jemena Gas Networks Access Arrangement Proposal, 10 November 2009, p. 1 (Origin, Submission to the AER, 10 November 2009). 
1675  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 14–16. 
1676  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 15–16. 
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delivery stations  

Clause 15  

Clause 15.1 – 
Requirement for a 
delivery station  

Clause 15.6 – Basic 
metering equipment 
downgrade at existing 
delivery station  

Clause 15.11 – Repair of 
basic metering 
equipment  

Clause 15.12 – No 
liability for 
disconnection 

The AER received a submission from AGL that the words ‘acting reasonable’ be inserted into clauses 
15.1(b) and 15.1(d).1677  

The AER does not consider that it is necessary to amend clause 15.1(b) or clause 15.1.(d) to insert the 
words proposed by AGL as the AER considers the word ‘satisfaction’ used in the clauses sufficient 

AGL submits that the words ‘or a maximum of 2 business days of becoming aware of a fault at a Basic 
Metering Equipment’ should be inserted after a ‘reasonable time’ in clause 15.11.1678 The AER does not 
consider that it is necessary to amend clause 15.11 as it considers that the words ‘within a reasonable time’ 
in the clause are sufficient. 

The AER considers that clauses 15.1 and 15.11 are consistent with the NGR and the national gas objective. 

Measuring equipment – 
access, safety and 
estimation  

Clause 16  

Clause 16.1 – Safe 
access to measuring 
equipment  

Clause 16.3 – 
Consequences of no 

See chapter 14, sections 14.2.11, 14.2.12 and 14.2.13. 

AGL submits that clause 16.5 should be amended to clarify the conditions where the user can perform 
actions on measuring equipment without breaching clause 16.5 regarding tampering.1679  

The AER does not consider that it is necessary to amend clause 16.5. Its meaning is sufficiently clear and it 
considers that including an exhaustive list (if this were possible) may be counter-productive as events not 
contemplated in that clause may arise.  

The AER is satisfied that this and the remaining sub-sections of clause 16 are consistent with the NGR and 
the national gas objective. 

Amendments 14.21, 14.22, 14.23 
and 14.24. 

                                                                                                                                                                                                                                          
 
1677  AGL, Submission to the AER, 10 November 2009, appendix, p. 10. 
1678  AGL, Submission to the AER, 10 November 2009, appendix, p. 10. 
1679  AGL, Submission to the AER, 10 November 2009, appendix, p. 11. 
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access  

Clause 16.5 – No 
tampering with 
measuring equipment  

Clause 16.8 – Right to 
alter measuring 
equipment 

Meter Data Service  

Clause 17  

Clause 17.1 – Meter data 
service offered as a 
reference service  

Clause 17.5 – No 
warranty  

Clause 17.6 - Scope of 
liability 

See chapter 14, sections 12.2.4 and 14.2.17 of the draft decision.. Amendments 14.3 and 14.29. 

Metering requirements 
where user does not take 
a meter data service  

Clause 18  

Clause 18.2 – User to 
provide daily meter 
reading facilities at 
demand customer 
delivery points  

AGL submits that clause 18.2(b) should be amended to permit for the timetable and the data format within 
which the user is to provide daily meter readings to be determined by negotiation.1680 

The AER does not consider that it is necessary to amend clause 18.2(b). In coming to this view the AER 
has considered that Jemena has a commercial imperative that may drive its timetable and the necessary 
data format. 

The AER is satisfied that this clause 18 is consistent with the NGR and the national gas objective. 

None. 

                                                 
 
1680  AGL, Submission to the AER, 10 November 2009, appendix, p. 15. 
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Allocation  

Clause 19 

No submissions were received on clause 19.  

The AER is satisfied that Jemena's proposed clause 19 is consistent with the NGR and the national gas 
objective. 

None. 

Charges  

Clause 20 

No submissions were received on clause 20. 

The AER is satisfied that Jemena's proposed clause 20 is consistent with the NGR and the national gas 
objective. 

None. 

Allocation of tariff 
classes  

Clause 21 
See chapter 12 of the draft decision. None 

Invoicing and payments  

Clause 22  

Clause 22.1 Service 
provider to issue invoice  

Clause 22.3 Due date of 
payment  

Clause 22.6 Disputed 
payments  

Clause 22.8 
Overcharging and 
undercharging 

AGL, Origin and TRUenergy made submissions on clause 22.1681 

The AER considers that clause 22.1, 22.3 and 22.6 are a continuation of current commercial obligations 
and are consistent with the NGR and the national gas objective. The AER notes its comments above that 
when the NECF is finalised Jemena may apply to the AER under r. 65 of the NGR to seek a variation to 
the access arrangement, if this is required. 

In relation to clause 22.8, see chapter 14, section 14.2.18 of the draft decision. 

Amendment 14.25. 

Goods and services tax  AGL submits that clause 23.6 is a new clause. It sets out the process for applying adjustments. AGL None. 

                                                 
 
1681  AGL, Submission to the AER, 10 November 2009, appendix, pp. 16–19; Origin, Submission to the AER, 10 November 2009, pp. 2–3; TRUenergy, Submission to the AER, 

11 November 2009, p. 2. 
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Clause 23  

Clause 23.6 – 
Adjustments  

submits that where there is an adjustment event, the adjustment note must be issued as soon as the party 
becomes aware of the adjustment event.1682  

The AER considers that the clause 23.6 is clear in its requirements regarding adjustments and the 
obligation on the supplier to issue an adjustment note to the recipient as soon as the supplier becomes 
aware of the adjustment event.  

The AER is satisfied that Jemena's proposed clause 23 is consistent with the NGR and the national gas 
objective. 

Suspension of service  

Clause 24  

Clause 24.3 – No 
liability 

In relation to clause 24 see chapter 14, section 14.2.5 and 14.2.17 of the draft decision. Amendment 14.8 and 14.28. 

Interruptions and 
curtailments  

Clause 25  

Clause 25.2 – Scheduled 
interruptions  

Clause 25.4 – Load 
shedding  

In relation to clause 25.2 see chapter 14, section 14.2.15 of the draft decision. 

AGL submits that: (i) the concept of commercial resolution should be inserted into clause 25.4; (ii) failure 
of sufficient supply should be defined and clearly linked to an emergency/critical situation; (iii) that clause 
25.4(c)(ii) should refer to STTM procedures; (iv) that mechanisms provided by the STTM or the market 
should be carved out from clause 25.4 so that load shedding is truly a last resort mechanism; (v) and that 
the timeframe for the giving of notice by Jemena should be tightened.1683 

The AER considers that clause 25.4 and the operational requirements set out in section 1.1 of schedule 6 of 
the access arrangement are sufficiently clear as to the requirements of users in relation to load shedding. 
The AER notes that Jemena can make an application to the AER to vary Schedule 3 of the access 
arrangement proposal to take account of finalised STTM procedures if required. The AER is satisfied that 
Jemena's proposed clause 25.4 is consistent with the NGR and the national gas objective. 

Amendment 14.26. 

Force Majeure  AGL submits that: (i) clause 26.1(a)(viii) should be deleted and the clause altered to reflect ‘prudent None. 

                                                                                                                                                                                                                                          
 
1682  AGL, Submission to the AER, 10 November 2009, appendix, p. 19. 
1683  AGL, Submission to the AER, 10 November 2009, appendix, pp. 20–21. 



 

 379

Clause 26 network operations’; (ii) clause 26.1(a)(vii) should be deleted as matters relating to network breakdowns 
are often within the service provider’s control and not a good example of a force majeure event.1684 

The AER considers that the definition of force majeure in clause 26 suffices. The AER is satisfied that 
Jemena's proposed clause 26 is consistent with the NGR and the national gas objective. 

Termination or cessation  

Clause 27  

Clause 27.2 – Right of 
service provide to 
terminate  

Clause 27.3 – Failure to 
pay 

In relation to clause 27.3 see chapter 14, section 14.2.16 of the draft decision. 

AGL submits that there is no reference within clause 27.2(b) that requires Jemena to refer any disputes to 
the AER and that the clause is silent on materiality.1685 

The AER considers that clause 27.2 sets out of Jemena’s right to terminate sufficiently clearly and does not 
limit the application of clause 32 relating to dispute resolution. The AER is satisfied that Jemena's 
proposed clause 27.2 is consistent with the NGR and the national gas objective 

Amendment 14.27. 

Liability  

Clause 28  

Clause 28.4 – scope of 
liability  

Clause 28.6 – 
circumstances in which 
limitations and 
exclusions do not apply  

Clause 28.7 – 
contribution to loss or 

See chapter 14, section 14.2.17 of the draft decision. This matter was also considered at the Round table 
discussion on non-tariff issues.1686 

AGL submits that both parties should have a responsibility to maintain appropriate insurance. AGL 
requests a new clause 28.4(c) that ‘clause 28.4(b) does not apply to the extent that the service provider has 
failed to effect and maintain the insurances reasonably expected to be held by a prudent network operator 
or has failed to take all reasonable steps to recover insurance proceeds under its insurances.’1687  

Jemena stated at the Round table discussion on non-tariff issues that it has a licence requirement to have 
prudent insurance.1688 The AER considers that this legislative obligation is sufficient and no amendment is 
required to clause 28.4. 

None. 

                                                                                                                                                                                                                                          
 
1684  AGL, Submission to the AER, 10 November 2009, appendix, p. 23. 
1685  AGL, Submission to the AER, 10 November 2009, appendix, p. 23. 
1686  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, pp. 16–20. 
1687  AGL, Submission to the AER, 10 November 2009, appendix, p. 24. 
1688  AER, Minutes of roundtable discussion on terms and conditions, 27 November 2009, p. 18. 
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damage 

Transfer  

Clause 29  

Clause 29.2 – No 
assignment without 
consent 

EnergyAustralia submitted that clause 29.2 should be amended so that Jemena’s written consent to the 
assignment, transfer or novation of the agreement must not be unreasonably withheld or delayed.1689 

The AER considers that the clause sets out the requirements sufficiently. The AER does not consider that 
EnergyAustralia’s proposed amendment is required. The AER is satisfied that Jemena's proposed clause 
29.2 is consistent with the NGR and the national gas objective. 

None. 

Security and financial 
standing  

Clause 30 

AGL submitted that clause 30 should be amended to provide the user with the ability to request a review of 
credit support and also include the scenarios when Jemena can apply credit support.1690 EnergyAustralia 
submitted that Jemena should have the obligation to review and adjust the amount of security required 
from the user at the request of the user.1691  

The AER considers that the requirements of clause 30 in relation to security and financial standing from 
users are a reasonable commercial discretion required by Jemena. The AER is satisfied that Jemena's 
proposed clause 30 is consistent with the NGR and the national gas objective. 

None. 

Confidentiality  

Clause 31 

AGL submits that clause 31(a) is redundant by virtue of 31(b) as clause 31(b) requires disclosure by 
‘applicable laws’ and requests its deletion.1692 

The AER considers that clause 31 is clear in relation to the obligations on Jemena and the user in relation 
to confidentiality and that AGL’s proposed amendment is not required. The AER is satisfied that Jemena's 
proposed clause 31 is consistent with the NGR and the national gas objective. 

None. 

Dispute resolution  

Clause 32 

No submissions were received on clause 32.  

The AER is satisfied that Jemena's proposed clause 32 is consistent with the NGR and the national gas 
objective. 

None. 

                                                 
 
1689  EnergyAustralia, Submission to the AER, November 2009, pp. 3–4, 13–21, 27–41. 
1690  AGL, Submission to the AER, 10 November 2009, appendix, p. 25. 
1691  EnergyAustralia, Submission to the AER, November 2009, p. 12. 
1692  AGL, Submission to the AER, 10 November 2009, appendix, p. 25. 
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Notices  

Clause 33 

No submissions were received on clause 33.  

The AER is satisfied that Jemena's proposed clause 33 is consistent with the NGR and the national gas 
objective. 

None. 

General  

Clause 34 

No submissions were received on clause 34.  

The AER is satisfied that Jemena's proposed clause 34 is consistent with the NGR and the national gas 
objective. 

None. 

New clauses 

AGL and EnergyAustralia submit that various new clauses should be inserted into Schedule 3 of the access 
arrangement proposal and the access arrangement proposal. They submit: 

(i) that the access arrangement must contain terms and conditions which are fair and reasonable.1693 The 
AER considers that the NGL and NGR already provide for equal treatment of parties. It does not consider 
that the amendment is required.  

(ii) that a new clause should be inserted into Schedule 3 of the access arrangement proposal defining the 
communication protocol between a user and Jemena regarding planned interruptions and 
disconnections.1694 The AER considers that the protocol described is outside the scope of Schedule 3 of the 
access arrangement proposal and that clause 25 sufficiently outlines the requirements of the user and 
Jemena in relation to interruptions and does not propose to require the amendment. 

(iii) that a new clause should be inserted into Schedule 3 of the access arrangement proposal defining the 
format of exchanges of information between the user and Jemena regarding customer details or the 
introduction of a B2B process.1695 The AER does not consider that such a clause is required as the format 
of exchange of information can be negotiated by the service provider with each individual user and does 
not propose to require the amendment.1696 

(iv) that a new clause should be inserted into Schedule 3 of the access arrangement proposal defining the 

 

                                                 
 
1693  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1694  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1695  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1696  AGL, Submission to the AER, 10 November 2009, appendix, p. 26. 
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information that the user must provide to Jemena for each new distribution supply point which the user 
wishes to be connected.1697 The AER considers that clause 11 of Schedule 3 of the access arrangement 
proposal sufficiently outlines the access requirements for new delivery points and does not propose to 
require the amendment. 

(v) that a new clause should be inserted into Schedule 3 of the access arrangement proposal which provides 
the protocol for complaint handling which defines the interaction between the user and Jemena.1698 The 
AER considers that this can be separately negotiated between Jemena and a user and does not propose to 
require the amendment. 

(vi) that a new clause should be inserted into Schedule 3 of the access arrangement proposal which defines 
that a party must promptly notify the other party if it reasonably believes that a person is committing or has 
committed theft of gas from the distribution system and the other party may be affected by the theft.1699 
The AER considers that such a clause is not required as normal police reporting obligations of theft are 
sufficient and does not propose to require the amendment. 

(vii) that a new clause should be inserted in relation to high bill enquiries meter investigations require 
Jemena to remove the meter to conduct an investigation. However AGL submits that the timeframe should 
be defined in a new clause.1700 The AER considers that a new clause is not required as each investigation 
will have a different timeframe and does not propose to require the amendment. 

(viii) that a new clause should be inserted into Schedule 3 of the access arrangement proposal that defines 
the interaction process for notices to the other party.1701 The AER considers that the interaction process for 
notices to the other party does not need to be defined in Schedule 3 of the access arrangement proposal and 
does not propose to require the amendment. 

(ix) there are omissions from Schedule 3 of the access arrangement proposal relating to accuracy of meter 

                                                                                                                                                                                                                                          
 
1697  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1698  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1699  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1700  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1701  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1702  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
1703  AGL, Submission to the AER, 10 November 2009, appendix, p. 27. 
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data, meter testing, meter reading and the correction of reading errors. AGL recommends extensive 
amendments to include meter reading requirements.1702 The AER considers that clauses 16, 17, 18 and 
22.6 are sufficient requirements in relation to meter reading and correction of errors and does not propose 
to require the amendment. 

(x) that timeframes and service levels are required around actioning, completion and notification to users 
regarding ancillary services in Schedule 2 of the access arrangement.  See section 14.2.2 of the draft 
decision. 

(xi) concerns around the obligations on the service provider regarding fault and emergency services in 
relation to communication to users, updates to users and the general public.1703 The AER considers that 
relevant legislative obligations on Jemena are sufficient and detailed provisions are not required in 
Schedule 3 of the access arrangement proposal. The AER does not propose to require amendment. 
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F. Submissions 
The AER received submissions on Jemena’s proposal from the following entities: 

AGL Energy Ltd 

AgroEco Systems Pty Ltd 

Australian Pipeline Industry Association Ltd  

CSR Building Products Ltd 

Energy Networks Association Ltd  

EnergyAustralia 

EnergyAdvice 

Energy Markets Reform Forum  

Energy Users Association of Australia  

Financial Investor Group  

Jemena Gas Networks Ltd 

Origin Energy Retail Ltd 

Qenos Pty Ltd 

Queensland Hunter Gas Pipeline Pty Ltd 

TRUEnergy Pty Ltd 
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Glossary 

Acronym/Initialism Extended form 

AAG access arrangement guideline 

ABS Australian Bureau of Statistics 

ACCC Australian Competition and Consumer 
Commission 

ACG Allen Consulting Group 

ACIL ACIL Tasman Pty Ltd 

ACT Australian Capital Territory 

ActewAGL ActewAGL Distribution 

AGL AGL Energy Ltd  

AGLGN AGL Gas Networks 

AEMO Australian Energy Market Operator 

AMA Asset Management Agreement 

APIA Australian Pipeline Industry Association Ltd 

ATO Australian Taxation Office 

A&O administration and overheads 

BoM Bureau of Meteorology 

CAPM capital asset pricing model 

CCGT combined cycle gas turbine 

CEG Competition Economics Group 

CGS Commonwealth Government Securities 

CSR CSR Building Products Ltd  

CPRS carbon pollution reduction scheme 

DFA Dimensional Fund Advisers 

DNSP distribution network service provider 

DRP debt risk premium  

EBA enterprise bargaining agreement 

EGP 
Eastern Gas Pipeline — this is owned by Jemena 
Ltd and transports gas from the Gippsland Basin 
in Victoria to markets in Sydney and regional 
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centres 

EGW electricity, gas and water 

EMRF Energy Markets Reform Forum 

ENA Energy Networks Association Ltd  

EnergyAdvice EnergyAdvice Pty Ltd 

ESF enterprise support functions 

EUAA Energy Users Association of Australia 

FFM Fama–French three-factor model 

FIG the Financial Investor Group 

FTE full time employee 

GDP gross domestic product 

GFC global financial crisis 

GJ gigajoules (equal to 1 000 000 000 joules) 

GPG gas-powered generation 

HDD heating degree days 

HML high minus low 

IRR internal rate of return 

ISR industrial special risk 

IT information technology 

ITAA Income Taxation Assessment Act 

JAM Jemena Asset Management 

Jemena Group 

The Jemena Group includes all entities that are 
wholly or partially owned by SPI (Australia) 
Assets Pty Ltd, which is a wholly owned 
subsidiary of Singapore Power International 
Limited Pte Ltd. 

JGN Jemena Gas Networks Limited 

JIA Joint Industry Associations 

KPI key performance indicator 

LME London Metal Exchange 

LRMC long run marginal cost 
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MDQ maximum daily quantity 

MHQ maximum hourly quantity 

MRP market risk premium 

MSCI Morgan Stanley Capital International 

MSP 

Moomba to Sydney Pipeline — this is owned by 
the APA Group and links the Cooper Basin gas 
fields at Moomba with distribution networks in 
Sydney and regional New South Wales. The 
pipeline includes laterals to Canberra and regional 
centres including Lithgow and Griffith 

MTN medium term notes 

NCC National Competition Council 

NECF National Energy Customer Framework 

NEM national electricity market 

NEMMCO National Electricity Market Management 
Company 

NER National Electricity Rules 

NERA NERA Economic Consulting 

NIEIR National Institute of Economic and Industry 
Research 

NPV net present value 

NSW New South Wales 

NYMEX New York Mercantile Exchange 

NZCC New Zealand Commerce Commission 

Origin Origin Energy Retail Ltd 

O&M operating and maintenance expenditure 

PB Parsons Brinckerhoff Australia Pty Ltd 

PJ petajoules 

POTS packaged off–take station 

PRS primary regulating station 

PTRM post-taxation revenue model 

PwC PricewaterhouseCoopers 

Qenos Qenos Pty Ltd 
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QHGP Queensland Hunter Gas Pipeline 

QLD Queensland 

RBA Reserve Bank of Australia 

RBSM risk and benefit sharing mechanism 

RET renewable energy target 

ROLR Retailer of last resort 

SA South Australia 

SCADA supervisory control and data acquisition 

SEO seasoned equity offerings 

SFG Strategic Finance Group Consulting 

SMB small minus big 

SPI Singapore Power International 

SPL Sydney primary loop 

SPM service performance measure 

STTM short term trading market 

TJ terajoules (equal to 1000 gigajoules) 

TFP total factor productivity 

Tribunal Australian Competition Tribunal 

TRUenergy TRUenergy Pty Ltd 

UAG unaccounted for gas 

UBS Union Bank of Switzerland 

WACC weighted average cost of capital 

WAPC weighted average price cap 

WBH water bath heaters 

WOBCA whole of business cost allocation 

 

 


	1 Regulatory overview 
	1.1 National Gas Law 
	1.2 National Gas Rules 
	1.3 National Energy Customer Framework 
	2 Pipeline services 
	2.1 Introduction 
	2.2 Regulatory requirements 
	2.3 Pipeline services 
	2.3.1 Reference services 
	2.3.2 Non-reference services 
	2.3.3 Ancillary services 
	2.3.4 Legacy services 


	3 Capital base 
	3.1 Introduction 
	3.2 Regulatory requirements 
	3.2.1 Opening capital base 
	3.2.2 Projected capital base 
	3.2.3 Opening capital base for the next access arrangement period 
	3.2.4 Capital redundancy 
	3.2.5 Key performance indicators 

	3.3 Jemena’s proposal 
	3.3.1  Opening capital base 
	3.3.1.1 Redundant assets 
	3.3.1.2 Capital expenditure 
	3.3.1.3 Adjustment to the capital base for inflation 

	3.3.2 Projected capital base 
	3.3.2.1 Forecast capital expenditure 
	3.3.2.2 Adjustment of the capital base for inflation 

	3.3.3 Key performance indicators 
	3.3.4 Opening capital base for the next access arrangement period 
	3.3.5 Capital redundancy policy 

	3.4 Consultant’s report 
	3.4.1 Capital expenditure in the earlier access arrangement period 
	3.4.1.1 Market expansion expenditure 
	3.4.1.2 Other network expenditure 
	3.4.1.3 Non system assets 

	3.4.2 Forecast capital expenditure in the access arrangement period 
	3.4.3 Market expansion expenditure 
	3.4.3.1 Other network expenditure 
	3.4.3.2 Non system assets 

	3.4.4 Unit rates 
	3.4.5 Margins and overheads 
	3.4.6 Capitalisation policy 
	3.4.7 Summary 

	3.5 Submissions 
	3.5.1 Energy Markets Reform Forum 
	3.5.1.1 Application of the NGR  
	3.5.1.2 Past capital expenditure 
	3.5.1.3 Forecast capital expenditure 
	3.5.1.4 Market expansion 
	3.5.1.5 Network reinforcement and replacement 
	3.5.1.6 Non-system assets 
	3.5.1.7 Cost escalators  

	3.5.2 Energy Users Association of Australia 

	3.6 AER’s analysis and considerations 
	3.6.1  Information to support the proposed capital expenditure 
	3.6.2 Opening capital base 
	3.6.2.1 Capital expenditure 
	3.6.2.2 Depreciation 
	3.6.2.3 Adjustment to the capital base for inflation  
	3.6.2.4 Re-use of redundant assets 
	3.6.2.5 Summary on the opening capital base 

	3.6.3 Projected capital base 
	3.6.3.1 Forecast capital expenditure 
	3.6.3.2 Capital contributions 
	3.6.3.3 Depreciation 
	3.6.3.4 Forecast disposals 
	3.6.3.5 Adjustment to the capital base for inflation 
	3.6.3.6 Summary of the projected capital base 
	3.6.3.7 Key performance indicators 

	3.6.4 Opening capital base for the next access arrangement period 
	3.6.5 Other access arrangement proposal provisions relevant to the capital base 
	3.6.5.1 Non-conforming capital expenditure 
	3.6.5.2 Capital redundancy policy 


	3.7 Conclusion 
	3.8 Amendments required to the access arrangement proposal 

	4 Depreciation 
	4.1 Introduction 
	4.2 Regulatory requirements 
	4.3 Jemena’s proposal 
	4.4 Submissions 
	4.5 AER’s analysis and considerations  
	4.5.1 Asset lives 
	4.5.2 Depreciation schedule 
	4.5.3 Depreciation criteria 

	4.6 Summary  
	4.7 Conclusion 
	4.8 Amendments required to the access arrangement proposal 

	5 Rate of return 
	5.1 Introduction 
	5.2 Regulatory requirements 
	5.3 Summary of Jemena’s proposal 
	5.4 Weighted average cost of capital 
	5.4.1 Cost of equity 
	5.4.2 Cost of debt 

	5.5 Fama–French three-factor model 
	5.5.1 Jemena’s proposal 
	5.5.2 Submissions 
	5.5.3 AER’s analysis and considerations 

	5.6 Risk-free rate 
	5.6.1 Jemena’s proposal 
	5.6.2 Submissions 
	5.6.3 AER’s analysis and considerations 

	5.7 Equity beta 
	5.7.1 Jemena’s proposal 
	5.7.2 Submissions 
	5.7.3 AER’s analysis and considerations 

	5.8 Market risk premium 
	5.8.1 Jemena’s proposal 
	5.8.2 Submissions 
	5.8.3 AER’s analysis and considerations 

	5.9 Gearing ratio 
	5.9.1 Jemena’s proposal 
	5.9.2 Submissions 
	5.9.3 AER’s analysis and considerations 

	5.10 Debt risk premium 
	5.10.1 Jemena’s proposal 
	5.10.2 Submissions 
	5.10.3 AER’s analysis and considerations 

	5.11 Inflation forecast 
	5.11.1 Jemena’s proposal 
	5.11.2 AER’s analysis and considerations 

	5.12 Summary 
	5.13 Conclusion 
	Amendments required to the access arrangement proposal 

	6 Taxation 
	6.1 Introduction 
	6.2 Regulatory requirements 
	6.3 Jemena’s proposal 
	6.4 Submissions 
	6.5 AER’s analysis and considerations 
	6.5.1 Comparing pre–taxation and post–taxation frameworks 
	6.5.2 Estimation of the effective taxation rate 
	6.5.3 Taxation asset base 
	6.5.4 Assumed utilisation of imputation credits (gamma) 
	6.5.5 Summary 

	6.6 Conclusion 
	6.7 Amendments required to the access arrangement proposal  

	7 Incentive mechanism 
	7.1 Introduction 
	7.2 Regulatory requirements 
	7.3 Jemena’s proposal 
	7.4 Submissions 
	7.5 AER’s analysis and considerations 
	7.6 Conclusion 
	7.7 Amendments required to the access arrangement proposal  

	8 Fixed principles 
	8.1 Introduction 
	8.2 Regulatory requirements 
	8.3 Jemena’s proposal 
	8.4 AER’s analysis and considerations 
	8.5 Conclusion 
	8.6 Amendments required to the access arrangement proposal 

	9 Operating expenditure 
	9.1 Introduction 
	9.2 Regulatory requirements 
	9.3 Jemena’s proposal 
	9.3.1 Earlier access arrangement period 
	9.3.2 Proposed operating expenditure 

	9.4 Consultant’s report  
	9.5 Submissions 
	9.6 AER’s analysis and considerations 
	9.6.1 Preliminary issues 
	9.6.1.1 Interpretation of lowest sustainable costs 
	9.6.1.2 Insufficient substantiation of forecasts, errors and omissions 

	9.6.2 Proposed operating expenditure 
	9.6.3 Methodology 
	9.6.4  Base year roll forward forecasts 
	9.6.4.1 Overview of cost allocation methodology and base year roll forward categories 
	9.6.4.2 Selection of base year 
	9.6.4.3 One-off events 
	9.6.4.4 Consultant’s recommendation on base year's expenditure 
	9.6.4.5 AER’s consideration of base year's expenditure 
	9.6.4.6 AER's conclusion on the base year costs 
	9.6.4.7 Step changes 
	9.6.4.8 Network growth 
	9.6.4.9 Cost escalators 
	9.6.4.10 Summary of base year roll forward forecasts 

	9.6.5 Specific year-by-year forecasts 
	9.6.5.1 Site remediation costs (a component of operating and maintenance expenditure) 
	9.6.5.2 Proposed capital expenditure that the AER has included as operating expenditure (a component of operating and maintenance expenditure)  
	9.6.5.3 Marketing costs 
	9.6.5.4 Government levies 
	9.6.5.5 Unaccounted for gas 
	9.6.5.6 Carbon costs 
	9.6.5.7 Self insurance 
	9.6.5.8 Debt raising costs 
	9.6.5.9 Equity raising costs 

	9.6.6 Operating expenditure during the access arrangement period 
	9.6.7 Summary 

	9.7 Conclusion 
	9.8 Amendments required to the access arrangement proposal  

	10 Total revenue 
	10.1 Regulatory requirements 
	10.2 Jemena’s proposal 
	10.3 AER’s analysis and considerations 
	10.3.1 Jemena’s proposed P0 adjustment and X factors 
	10.3.2 Total revenue, P0 adjustment and X factors 

	10.4 Conclusion 
	10.5 Amendment required to the access arrangement proposal 

	11 Demand Forecasts 
	11.1 Introduction 
	11.2 Regulatory requirements 
	11.3 Jemena’s proposal 
	11.4 Consultant’s report 
	11.5 Submissions 
	11.5.1 Energy Market Reform Forum 
	11.5.2 Energy Users’ Association of Australia 
	11.5.3 AGL 
	11.5.4 EnergyAustralia 

	11.6 AER’s analysis and considerations 
	11.6.1 Demand in the earlier access arrangement period 
	11.6.2 Demand forecasts in the access arrangement period 
	11.6.2.1 Volume and demand customer load forecasts 
	11.6.2.2 Conclusion 
	11.6.2.3 Conclusion 

	11.6.3 Minimum, maximum and average demand 
	11.6.4 Customer numbers and demand by tariff class 
	11.6.5 Forecast pipeline capacity and utilisation 

	11.7 Conclusion 
	11.8 Amendments required to the access arrangement proposal 

	12 Tariffs–distribution pipelines 
	12.1 Introduction 
	12.2 Regulatory requirements 
	12.3 Jemena’s proposal 
	12.3.1 Allocation of total revenue and costs 
	12.3.2 Tariffs—distribution pipelines 
	12.3.2.1 Division of customers into tariff classes 
	12.3.2.2 Other rule requirements 
	This section outlines other aspects of Jemena's proposal that outline how it meets the requirements of the NGR. 
	Expected revenue, stand alone cost and avoidable cost 
	Prudent discounts 
	12.3.2.3 Other considerations 


	12.4 Submissions 
	12.4.1 Reference tariffs and tariff structure 
	12.4.1.1 General comments 
	12.4.1.2 Volume tariffs 
	12.4.1.3 Demand tariffs 
	12.4.1.4 Meter service 

	12.4.2 Other matters 

	12.5 Round table discussion on tariffs 
	12.6 AER’s analysis and considerations 
	12.6.1 Allocation of building block revenue to reference services 
	12.6.2 Volume tariffs 
	12.6.2.1 Conclusion 

	12.6.3 Demand tariffs 
	12.6.3.1 Proposed network tariffs 
	12.6.3.2 Impact of the change in allocation of the trunk charge 
	12.6.3.3 First response tariff 
	12.6.3.4 Minimum bill charge 
	12.6.3.5 Legacy services 
	12.6.3.6 Ancillary services 
	12.6.3.7 Conclusion 

	12.6.4 Meter data services 
	12.6.5 Prudent discounts 
	12.6.6 Other Considerations 
	12.6.6.1 Jemena’s proposed initial adjustment to tariffs and X factors 
	12.6.6.2 Withdrawal of reference services 
	12.6.6.3 Reference tariff policy 


	12.7 Conclusion 
	12.8 Amendments required to the access arrangement proposal and access arrangement information 

	13 Tariff variation mechanism 
	13.1 Introduction 
	13.2 Regulatory requirements 
	13.3 Jemena’s proposal 
	13.3.1 Annual tariff variation formula mechanism 
	13.3.1.1 Haulage reference services 
	13.3.1.2 Other reference and non–reference services  

	13.3.2 Cost pass through tariff variation mechanism 
	13.3.2.1 Events 
	13.3.2.2 Administrative threshold 

	13.3.3 Oversight procedures cost pass through tariff variation mechanism 

	13.4 Submissions 
	13.4.1.1  AGL 
	13.4.1.2 EnergyAdvice  
	13.4.1.3 EnergyAustralia  
	13.4.1.4 Energy Markets Reform Forum 
	13.4.1.5 Energy Users Association of Australia 


	13.5 AER’s analysis and considerations 
	13.5.1  Annual tariff variation formula mechanism 
	13.5.1.1 Equalisation of revenue 
	13.5.1.2 Appropriateness of the annual tariff variation formula mechanism 
	13.5.1.3 Minor technical specification matters  
	13.5.1.4 Oversight procedures for annual tariff variation formula mechanism 

	13.5.2 Tariff variation mechanism for cost pass through 
	13.5.2.1 Proposed defined events 
	13.5.2.2 General pass through event 
	13.5.2.3 UAG event 
	13.5.2.4 Materiality thresholds 
	13.5.2.5 Other matters 
	13.5.2.6 Oversight procedures and powers of approval for the cost pass through tariff variation mechanism 


	13.6 Conclusion 
	13.7 Amendments required to the access arrangement proposal  

	14 Non–tariff components 
	14.1 Introduction 
	14.2 Terms and conditions  
	14.2.1 Regulatory requirements 
	14.2.2 Ancillary services 
	14.2.3 Legacy services 
	14.2.4 Meter data 
	14.2.5 Amendments to Schedule 3 of the access arrangement proposal 
	14.2.6 Decreases in chargeable demand 
	14.2.7 Gas balancing under an arrangement approved by the Service Provider 
	14.2.8 User to provide Jemena with forecast of withdrawals 
	14.2.9 Typographical errors 
	14.2.10 Basic metering equipment downgrade at existing delivery station 
	14.2.11 Safe access to measuring equipment 
	14.2.12 Consequence of no access 
	Right to alter measuring equipment  
	14.2.14 Overcharging and undercharging  
	14.2.15 Scheduled interruptions 
	14.2.16 Failure to pay 
	14.2.17 Liability and indemnity clauses 
	14.2.18 Definitions 

	14.3 Queuing requirements 
	14.3.1 Regulatory requirements 
	14.3.2 Jemena’s submission 
	14.3.3 AER’s analysis and considerations 

	14.4 Capacity trading requirements 
	14.4.1 Regulatory requirements 
	14.4.2 Jemena’s submission 
	14.4.3 AER’s analysis and considerations 

	14.5 Extensions and expansions policy 
	14.5.1 Regulatory requirements 
	14.5.2 Jemena’s submission 
	14.5.3 AER’s analysis and considerations 

	14.6 Terms and conditions for changing receipt and delivery points 
	14.6.1 Regulatory requirements 
	14.6.2 Service provider’s proposal 
	14.6.3 AER’s analysis and considerations 

	14.7 Acceleration of review submission date triggers 
	14.7.1 Regulatory requirements 
	14.7.2 Jemena’s proposal 
	14.7.3 AER’s analysis and considerations 

	14.8 Review dates 
	14.8.1 Regulatory requirements 
	14.8.2 Jemena’s proposal 
	14.8.3 AER’s analysis and consideration 


	A. Jemena submission on the Da, Guo and Jagannathan working paper 
	B. Confidential averaging period 
	C. Confidential self insurance 
	D. Statement of costs 
	E. Summary of non-tariff issues raised in submissions 
	F. Submissions 


